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Report To The Chairman,
Committee On Appropriations
House Of Representatives

OF THE UNITED STATES

Controls Over Export Sales Reporting
And Futures Trading Help Ensure
Fairness, Integrity, And Pricing Efficiency
In The U.S. Grain Marketing System

The U.S. grain marketing system provides a means by which large
quantities of grain valued in the billions of dollars are moved from
America’s farmland to domestic and foreign users. As the size,
scope, and dominance of this system have grown in recent years, so
has the question of whether additional regulation is needed to
ensure that system participants are treated fairly and that the
financial and economic soundness of the marketplace is protected.

GAO found that, at present, controls established by the U.S.
Department of Agriculture, the Commodity Futures Trading Com-
mission, and private industry over export sales reporting and certain
aspects of futures trading help ensure fairness and soundness in the
U.S. grain marketing system. GAO believes, however, that continued
rapid expansion in grain marketing and related futures markets
needs watching to ensure that regulatory staffs keep up with the
workload.

GAOQ’s examination of the relationship between grain futures prices
and export sales information found little to suggest that the grain
markets are not efficient in transforming reported sales information
into price changes.
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Request for copies of GAO reports should be
sent to:

U.S. General Accounting Office

Document Handling and Information
Services Facility

P.O. Box 6015

Gaithersburg, Md. 20877

Telephone (202) 275-6241

The first five copies of individual reports are
free of charge. Additional copies of bound
audit reports are $3.25 each. Additional
copies of unbound report (i.e., letter reports)
and most other publications are $1.00 each.
There will be a 25% discount on all orders for
100 or more copies mailed to a single address.
Sales orders must be prepaid on a cash, check,
or money order basis. Check should be made
out to the “Superintendent of Documents”.




COMPTROLLER GENERAL OF THE UNITED STATES
WASHINGTON D.C. 20548

B-207522

The Honorable Jamie L. Whitten
Chairman, Committee on Appropriations
House of Representatives

Dear Mr. Chairman:

Your October 1, 1982, letter expressed concern that some
grain traders, principally those that are large and/or foreign-
based, systematically profit from knowledge of pending export
sales before such information is available to other market
participants. To actually prove this, however, is a formidable
task. As an alternative, we agreed with your office to
(1) examine-~in much the same fashion as we reported on in
1982--the efficiency with which the U.S. grain marketing system
transforms information about reported grain export sales by
U.S5. exporters into changes in grain futures prices, and (2)
examine certain controls designed to ensure that grain trading
is done fairly and that the financial and economic integrity of
the marketplace is protected.

As arranged with your office, unless you announce its con-
tents earlier, we plan to distribute this report to other inter-
ested committees; the Director, Office of Management and Budget;
the Secretary of Agriculture; and the Chairman, Commodity
Futures Trading Commission, 2 days after the date of the report.
Copies will also be made available to other interested parties.

Sinczely yours, 'E 7

Comptroller General
of the United States
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COMPTROLLER GENERAL'S CONTROLS OVER EXPORT SALES

REPORT TO THE CHAIRMAN, REPORTING AND FUTURES TRADING
COMMITTEE ON APPROPRIATIONS HELP ENSURE FAIRNESS, INTEGRITY,
HOUSE OF REPRESENTATIVES AND PRICING EFFICIENCY IN THE

U.S. GRAIN MARKETING SYSTEM

Large quantities of grain valued in the
billions of dollars are moved from America's
farmland to users in this country and overseas
through the U.S. grain marketing system--a sys-
tem that has evolved from one used primarily
for domestic grain trading into the dominant
system affecting world grain trade. An impor-
tant facet of the overall U.S. grain marketing
system is the grain futures markets, where con-
tracts for the future delivery of specified
grades and amounts of grain are bought and
sold. Such trading establishes grain prices
that are used as standards throughout the world
and provides an opportunity for grain owners to
shift the risks associated with adverse price
changes to others willing to carry these risks

; in return for a possible profit ("hedging").

| (See pp. 3-5 and 85.)

Concerns exist in the United States over
whether additional regulation is needed to en-
sure fairness and integrity (or soundness) in
the U.S. grain marketing system and, more
specifically, in related futures markets.
These concerns frequently apply to all futures
markets—-not just those for grain--and often
relate to the potential for some participants
in the futures markets to gain an advantage
over other participants by trading on the basis
of material, nonpublic information.

The Chairman, House Committee on Appropria-

tions, asked GAO to expand on its earlier study
; of the Market Structure and Pricing Efficiency
: of U.S. Grain Export System (GAO/CED-82-61;

l ‘ June 15, 1982), which stated that competition
exists in the system and that the system trans-
lates information about reported grain export
sales into price changes with reasonable effi-
ciency. GAO agreed to examine certain controls
designed to help ensure that grain trading is
done fairly and that the financial and economic
integrity of the marketplace is protected, and
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to further investigate how efficiently informa-
tion about grain export sales by U.S. exporters
is transformed into changes in grain prices.
(See pp. 9-10.)

GAO found that control mechanisms are in place
at the U.S. Department of Agriculture (USDA),
the Commodity Futures Trading Commission
(CFTC), commodity exchanges such as the Chicago
Board of Trade (the oldest and largest ex~
change, handling 93 percent of the grain
trade), and the National Futures Association (a
recently established self-regulatory associa-
tion) that help ensure fairness and soundness
in grain marketing. GAO believes, however,
that continued rapid expansion in grain market-
ing and related futures markets needs watching
to ensure that regulatory staffs keep up with
the workload.

GAO's examination of the relationship between
grain futures prices and export sales informa-
tion found little to suggest that the grain
markets are not efficient in transforming sales
information into price changes once such
information is reported.

GAO's review was not all-encompassing. There
are aspects of grain marketing that were either
not a part of its review or were not covered in
detail. Some of these aspects--such as insider
trading, price volatility, and commodity
pooling~-have been the focus of studies re-
cently conducted by others. (See pp. 11-13.)

USDA's EXPORT SALES REPORTING SYSTEM
KEEPS MARKET PARTICIPANTS INFORMED

USDA's export sales reporting system provides
grain market participants with information
about grain exports and is one means by which
the federal government seeks to ensure fair-
ness and soundness in grain marketing. The
system requires that agricultural exports be
reported to the Secretary of Agriculture on a
daily or weekly basis (depending on the size of
the export) so that the government can make
rational, reliable export policy decisions and
prevent market disruptions. USDA, in turn,
reports this information to the public so that
all market participants can be aware of such
exports and can anticipate their effects on
supply and demand. (See pp. 15-17 and 27.)
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USDA's Export Sales Reporting Division adminis-
ters the system with a staff of about 14 em-
ployees. The size of this staff has remained
fairly constant over the past several years,
even though its workload has grown recently in
numbers of reportable commodities and in firms
reporting export sales. The division has
generally been able to absorb these workload
increases, but if its workload continues to
grow, it may want to consider seeking the help
of USDA's Office of Inspector General in veri-
fying the timeliness and accuracy of export
sales reporting and in determining the suffi-
ciency with which the division is documenting
the nature of problems it encounters with
individual exporters. (See pp. 18 and 28.)

GRAIN FUTURES MARKETS ARE

MONITORED PUBLICLY AND PRIVATELY

The oversight of the CFTC is another means by
which the federal government helps ensure fair-
ness, integrity, and efficiency in the U.S.
grain marketing system and, more specifically,
in grain futures markets. Created by the Con-
gress in 1974, CFTC oversees futures contracts
trading and attempts to ensure that commodity
prices accurately reflect actual supply and
demand and that opportunities exist for hedging
through competitive, manipulation-free markets.
(See p. 31,)

CFTC's market surveillance efforts forewarn the
agency of possible problems within the futures
markets. For example, if prices are manipu-
lated by one or more traders who have gained
sufficient control of the market, prices no
longer reflect true supply and demand, market
efficiency is lost, and other traders may be
harmed. These situations are generally re-
solved quickly by CFTC through contacts with
involved traders, making stronger actions
unnecessary. Since CFTC began operating in
1975, it has taken stronger action (through use
of authorized emergency powers) twice with
respect to the grain trade. Wheat trading was
suspended at the Chicago Board of Trade for one
day in 1979 because CFTC was concerned that
market prices would be unduly affected by
transportation and warehouse facility shortages
and by the combined futures holdings of a small
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number of traders. The other emergency action
involved a brief suspension of trading of grain
futures contracts at all commodity exchanges
following the U.S. embargo of grain sales to
the Soviet Union in 1980. (See pp. 42-43.)

Futures markets have grown phenomenally over
the past 15 years; the number of futures con-
tracts traded has increased from 9.3 million in
1968 to 139.9 million in 1983. This expansion
has occurred without a similar increase in
CFTC's resources, highlighting (1) the con-~
tinued need for CFTC to identify and explore
new ways to increase the productivity and ef-
fectiveness of its overall market surveillance
and (2) the importance of self-~requlation on
the part of the industry itself. (See pp. 44-
46.)

Futures markets have a tradition of self-
regulation. 1In this respect, the commodity
exchanges, where futures trading takes place,
and the National Futures Association have
developed self-regulatory programs to oversee
the futures markets. (See p. 46.)

MORE STRINGENT CONTROLS OVER GRAIN

MARKETING: IS THERE A NEED?

Concerns about fairness and integrity in the
U.S. grain marketing system were touched off
initially by the large grain sales to the
Soviet Union in the early 1970's, but they per-
sist even today largely because of the finan-
cial dilemma faced by many U.S. farmers. These
concerns have stimulated demands for more
stringent grain marketing controls in such
areas as export sales reporting. (See p. 71.)

Although possible, it seems unlikely that the
circumstances of the early 1970's--huge, un-
anticipated grain sales causing a supply/demand
imbalance that elevated prices--will repeat
themselves. The export sales reporting system
now serves as an early warning mechanism for
government policymakers; more and better in-
formation about worldwide supply and demand
conditions exists today than ever before. 1In
addition, grain sales to countries such as the
Soviet Union and China have become more common-
place and no longer excite the marketplace as
they once did. (See pp. 54-57.)
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It also seems unlikely that a given grain ex-
port sale (or set of sales) would have a drama-
tic impact on today's market and enable the
sale's participants to reap substantial profits
from their exclusive knowledge of that sale.

To have such an effect, a sale would generally
have to be large and unanticipated by other
market participants and much would depend on
the volume and nature of other trading activity
at the time of the sale. Most sales, in fact,
are small in relation to total market activity.
From April 1977 through September 1982, for
instance, total export sales volume for wheat,
corn, and soybeans was 620 million metric tons.
Of this total, GAO found that 22 percent repre-
sented individual sales of 100,000 metric tons
or more--which, because of their size, must be
reported on a daily basis to USDA. Only 5.2
percent of all sales were 500,000 metric tons
or more. (See pp. 57-59.)

Several large and medium-sized grain exporters
with whom GAO spoke opposed stricter reporting
requirements, fearing that such demands might
impede U.S. agricultural exports or foreign
participation in U.S. futures markets.
Exporters said they believed that because of
legal questions and other problems having to do
with the distance and differences between the
United States and other countries, such addi-
tional requirements would be difficult, if not
impossible, to enforce. Exporters did not
express concern over foreign entities having an
undue advantage in U.S. futures markets. (See
pp. 64-66.)

Those advocating stronger controls have often
worried about the farmer who, they say, must
make marketing decisions on the basis of infor-
mation that does not always reflect true
demand. There is suspicion that some grain
traders, principally those that are large
and/or foreign-based, have the opportunity to
routinely delay reporting information about
pending export sales so that they can position
themselves advantageously in the futures mar-
kets. GAO learned, however, that just because
an export sale is made, but not immediately
reported, does not necessarily mean that the
sale is hidden from the market until it is



eventually reported. If the sale is covered by
its participants in the futures market, as
would typically be expected, the market would
assimilate and reflect this information in the
form of its prices. By observing the activity
in the futures markets, farmers have informa-
tion available to help guide their marketing
decisions. USDA and the Chicago Board of Trade
recognize the importance of the futures markets
to farmers and have developed educational pro-
grams to help farmers determine marketing
strategies and how to best manage risk. (See
pp. 67-71.)

Government and industry regulatory programs
have generally been able to keep up with the
recent growth in the U.S. grain marketing sys-
tem. GAO believes that such controls are
important in promoting confidence in the system
by helping to ensure fairness, integrity, and
efficiency. Further, as the size, scope, and
importance of grain marketing in general and
futures markets in particular have increased,
so have the consequences of a breakdown in the
system as a result of possible market manipula-
tion or other deliberate financial practices.
Such a failure could cause substantial injury
to the industry and its participants. GAO
believes it is therefore important that the
requlatory programs of both government and
industry keep pace with the challenges of

the expanding grain marketing system. (See

pp. 85-86.)

GAO has previously made recommendations for
improving CPFTC's monitoring of the futures
industry. CFTC also has made recommendations
for improvements in the Chicago Board of
Trade's monitoring activities. 1In October
1984, CFTC reported that the Board of Trade had
substantially complied with its recommenda-
tions. CFTC has taken, or is in the process of
taking, actions in response to GAO's recommen-
dations. (See pp. 35, 50-51, and 53.)

PRICING EFFICIENCY
IN GRAIN MARKETING

U.S. grain prices serve as economic signals to
the world. 1It is therefore important to all
market participants that information affecting
these prices be reflected in the prices as
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quickly and accurately (as efficiently) as
possible. Some market participants and ana-
lysts believe that large exporters and perhaps
foreign traders reap profits from advance
information about export sales--information
that they claim the market as a whole does not
learn about until later. This claim runs
counter to the views of other participants and
analysts who believe that export sales are not
necessarily hidden from the market until they
are reported (see p. vi). To prove either
scenario on an individual export sales basis,
however, is a formidable task because of the
difficulties involved in trying to identify
exactly when a specific export sale took place
and then in attempting to match such a sale
with specific transactions in the futures
markets. (See pp. 10 and 73.)

As an alternative, GAO tested the relationship
between grain prices established in the futures
markets and export sales information reported
by USDA between April 1977 and December 1982,
This was done for large export sales of corn,
wheat, and soybeans reported daily by USDA and
for total export sales activity of these same
commodities reported on a weekly basis. GAO
found little or no evidence to suggest that
these markets are not fairly efficient in
transforming reported export sales information
into price changes. 1In general, prices
adjusted quickly to information contained in
sales reports once those reports were released.
GAO's analysis suggests that the sales reports
may contain some information not previously
available to market participants. Prices
respond in part to reportable export sales as
they are made and then respond further follow-
ing report release as traders appear to reeval-
uate their positions. (See pp. 79-85.)

In June 1980 USDA made alterations in its
export sales reporting system, including short-
ening the time lag between the dates of export
sales that are reportable and USDA's release of
the export sales report. GAO's analysis sug-
gests that because the full adjustment of
prices to export sales information does not
occur until the sales report is released, it
appears that these changes have had the desired
effect of speeding the transformation of export
sales information into price changes.

(See pp. 84-85.)
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Futures contract

Hedging

Liquidation

Long

Margin

Margin call

National Futures
Association

A firm commitment to deliver or
receive a specified quantity and grade
of a commodity during a designated
month, with price being determined by
public auction among exchange members.

Taking a position in a futures market
opposite to a position held in the
cash market to minimize the risk of
financial loss from an adverse price
change.

The process of offsetting one out-
standing futures position (long/short)
with another (short/long). As a
futures contract enters its final days
of trading, the amount of unliguidated
contracts--open interest--will decline
as traders ligquidate their positions
or take delivery.

(1) One who has bought a futures
contract to establish a market posi-
tion, (2) a market position that obli-
gates the holder to take delivery, or
(3) one who owns an inventory of com-
modities.

Earnest money deposited with a broker-
age firm or clearinghouse. When a
position is taken in the market, the
margin provides a guarantee of per-
formance on the purchase or sale of a
futures contract. 1Initial margins
generally run less than 10 percent of
contract value and must be maintained
at a specified minimum level while the
position remains open.

A call for additional margin when
funds in a spread, or in a specula-
tive or hedging account, fall below
levels required by a given brokerage
firm or clearinghouse. Margin mini-
mums for customers are set by the ex-
changes. Firms can, however, set
their customer minimums above that set
by the exchanges.

A self-regulatory organization within
the commodity futures industry whose
purposes are to maintain industry

integqrity and protect market partici-
pants. It was authorized in 1981 by



Agricultural commodity

option

Cash (spot) market

Clearinghouse

Commodity Futures Trading
Commission

Corner

NDeliverable supply

Expiration of a futures
contract

Forward contracting

GLOSSARY

A contract that gives the right, but
not the obligation, to buy (a call
option) or sell (a put option) a
specified quantity of a commodity at a
specific price within a specified
period of time, vregardless of the
market price,

The market for immediate delivery of
and payment for actual, physical com-
modities.

An adjunct to a commodity exchange
through which transactions executed on
the floor of the exchange are settled.

An agency created by the Congress in
1974 to requlate and oversee the trad-
ing of commodity futures contracts on
U.S. futures exchanges.

Securing such relative control of a
commodity that its price can be manip-
ulated. In an extreme situation, cor-
nering involves obtaining futures
contracts requiring delivery of more
commodities than are actually
available.

The quantity of a commodity that con-
forms to, or can be made to conform
to, the delivery regquirement of the
futures contract and is available to
the sellers at a cost no greater than
the commodity's actual commercial
value,

The final trading day in a futures
contract; in grains, about the third
week of the delivery month. Grain
contracts last about 18 months.

A cash transaction common in many
industries, including commodity mer-
chandising, in which the buyer and
seller agree on delivery of a speci-
fied quality and quantity of goods at
a specified future date. A price may
be agreed on in advance or there may
be agreement that the price will be
determined at the time of delivery.






Position

Price basing

Price manipulation

Short

Speculative position
limits

USDA Advisory Committee
on Export Sales
Reporting

the Commodity Futures Trading Commis-
sion, which oversees its regulatory
activities.

An interest in the market, either long
or short, in the form of one or more
open contracts.

Using prices discovered through
futures trading to estimate cash
prices for commodities in localized
markets as well as in related services
such as storage, transportation, and
processing.

A planned operation, transaction, or
practice calculated to cause or main-
tain a price at a level artificially
high or low--a price not reflective of
supply and demand conditions.

(1) The selling side of an open
futures contract or (2) a trader whose
net position in the futures market
shows an excess of open sales over
open purchases. 1In options, the short
side of the market includes written or
granted calls and purchased puts,

Limits that set a maximum on the fu-
tures positions a speculator can hold.
Speculative position limits do not
apply to futures positions that repre-
sent hedges for cash market positions.

A committee established by the Secre-
tary of Agriculture in 1978 to review
export sales reporting requirements
and make recommendations to strengthen
and improve the effectiveness of the
monitoring capability. A report to
the Secretary from the committee was
issued February 27, 1979.



U.S. Grain rts
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Selected years- wWorldwide U.S. percentage o
commodities exports exports  worldwide exports
million metric tons)

1960—Wheat 43.9 17.9 41
Coarse grainsd 26.1 11.2 43
Soybeans n/ab n/a n/a
1970—Wheat 56.4 19.8 35
Coarse grains 53.4 18.6 3
Soybeans n/a n/a n/a
1980-81—¥Wheat 34.1 41.9 45
Coarse grains 108.8 69.5 64
Soybeans 25.3 15.7 78
1981-82—wheat 101.3 48.8 48
Coarse grains 97.8 58.4 60
Soybeans 25.3 25.3 86
1982-83--Wheat 38.6 39.95 40
Coarse grains 91.1 54.0 59
Soybeans 28.6 24.%6 86
1983-84—Wheat i03.2 38.9 38
Coarse grains 90.7 55.8 62
Soybeans 26.1 20.1 77
1984-85 -— Wheat 107.3 41.5 39
(estimate) Coarse grains 99.4 60.0 60
Soybeans 25.9 20.5 79

2Corn, barley, oats, sorghum, and rye.

PPN

Source: Data for 1960 and 1970 from U.S. Foreign Agricultural Service records
as published in Grain Export Cartels by Schmitz, McCalla, Mitchell,
and Carter (Ballinger Publishing Co., 1981). Data for 1980-85 from

the Foreign Agricultural Service, USDA.

According to a U.S. Department of Agriculture (USDA) econo-
mist, U.S. exports of wheat, corn, and soybeans in fiscal years
1982 and 1983 were valued at $19.9 billion and $17.5 billion, re-
spectively. These exports in 1983 comprised 54 percent of the
U.S. wheat production, 22 percent of the corn production, and 41
percent of the soybean production. By comparison, the value of
grain, soybean, cotton, and other agricultural commodity exports



CHAPTER 1

INTRODUCTION

For thousands of years grain has been a staple of human
existence. From flour used to bake bread, to corn and soybean
meal used to feed beef and dairy cattle and other livestock, the
basic grains (wheat, corn, sorghum, oats, barley, rice, and rye)
and oilseeds (soybeans) sustain the world's food system. Grain
has an important impact on our nutritional and caloric well-being.
Governments throughout the world understand this basic fact and
there is an international understanding that producing countries
have an unspecified but real responsibility for those countries
whose resources are more limited.

The United States is a surplus producer of grain and, in
fact, is a major respondent to the worldwide need for grain.
Grain exports are important to world economies, including that of
the United States. For the American farmer exports have repre-
sented a growth market, although exports have recently leveled
off. 1In 1960, for example, the output of one in ten harvested
acres moved abroad. 1In 1984, the produce from one in every three
harvested acres was consumed abroad, which is about the same level
expected in 1985. The following table shows how the volume of
U.S. grain exports has increased over the past several decades and
the significance of U.S. grain exports compared with grain exports
worldwide.



Cash markets

Immediate delivery markets, cash markets represent transac-
tions that simultaneously price and convey ownership of commodi-
ties. The most common of these transactions takes place at the
point where grain is first marketed, that is, from the farmer to
the local elevator. A farmer, deciding to sell grain today, deli-
vers it to the local elevator. It is weighed and graded immedi-
ately and a check may be issued to the farmer on the same day.

The price is a cash or "spot" market price, which generally re-
lates to current prices in the futures markets. Cash prices de-
pend also on the location and quality of the grain and the current
demand for grain within the delivery area of the country elevator.

Forward markets

Forward contracts in the market add a time dimension to cash
markets, Forward contracts between local elevators and farmers
are known as cash forward contracts—--contracts that are specific
regarding location, quality, and amount. The difference, however,
is that grain ownership is not transferred on the date the con-
tract is made. 1In practice, a farmer may enter into a cash for-
ward contract with a country elevator before harvest to deliver a
portion or all of his crop. The parties involved may specify a
delivery time within a given month. The contract may specify a
fixed price when the grain is delivered or it may provide for a
deferred pricing arrangement--in which case the seller has an ex-
tended period of time beyond the delivery date to select a price
for the grain. The grain must, however, be delivered during the
specified delivery period.

Forward contracts are used extensively in the export of
grains. They are also used domestically by processors of agri-
cultural commodities to ensure a continuous supply of the commod-
ity to their processing facilities, which typically do not have
the capacity for large, on-site storage.

Forward contracts are not very liquid: they cannot be
readily traded. Although contract provisions may have been
attractive to the original buyers and sellers, it is usually very
difficult to trade a forward contract, particularly if market
conditions change.

Futures markets

It is within the third set of markets--futures markets--that
commodity futures trading takes place. Commodity futures trading
is the buying and selling of standardized contracts for the future
delivery of specified grades and amounts of commodities. A fu-~
tures contract is an agreement between two parties (a buyer and a
seller) to conduct a cash transaction in the physical commodity or
to settle the contract in cash at an agreed-upon price at some fu-
ture time. It is a legal contract in every way and, unless it is



in 1969 was about $4 billion and these exports represented only 20
percent of the U.S. output of these commodities. Also by way of
comparison, the United States' major competitors1 in 1983 held 56
percent of the world trade in wheat, 17 percent of the corn trade,
and 9 percent of the soybean trade.

The international grain market is complex. It is a system in
which millions of producers and consumers, along with hundreds of
firms, participate in the production, transportation, handling,
processing, trading, and consumption of grain. The grain trade is
characterized by a greater number of importers than exporters.
More than 50 countries import grain. Of the countries exporting
grain, the United States alone makes up significant portions of
the yearly wheat, coarse grain, and soybean exports, as shown in
the preceding table.

The stability of the grain market in terms of supply and
demand is affected by the weather and by government policy.
Weather variations affect production conditions and thereby cause
fluctuations in export supply and import demand. Government
policy affects international supply via embargoes, acreage con-
trols, price supports, and changes in tax laws. Regarding demand,
policies maintaining fixed internal prices (regardless of domestic
supply and demand conditions), accompanied by trade restrictions,
produce substantial fluctuations in import demand. This instabil-
ity, of supply or demand, directly affects grain prices.

GRAIN MARKETING IN THE
UNITED STATES AND ITS
RELEVANCE WORLDWIDE

Grain marketing in the United States is accomplished through
three interrelated marketing systems: cash markets, forward mar-
kets, and futures markets. The grain futures markets, particu-
larly, have relevance worldwide because the prices "discovered" in
these markets are used in international grain trading and because
of the risk-shifting opportunities that these markets provide to
domestic as well as worldwide traders.

1Major competitors to the United States in each of the three
commodities are as follows:

Wheat: Argentina, Australia, Canada, and the European
Economic Community.

Corn: Argentina, South Africa, and Thailand.

Soybeans: Argentina and Brazil.



with the clearinghouse, not with each other. The impersonaliza-
tion of futures contracts through the third-party role of the
clearinghouse serves to enhance market liquidity. For example, to
fulfill contractual obligations, a buyer must either accept deli-
very of the actual commodity in the designated month or he or she
must sell a like amount of contracts before the expiration of the
contract. The latter transaction, called offset, gives the indi-
vidual an even balance in the records of the exchange (having
bought from and sold to the same "person"-~the exchange--in equal
amounts); that trader is then out of the market. The buyer does
not have to find the individual with whom he or she originally
dealt since the contract is with the clearinghouse, not with that
person. Thus, a futures contract is much more liquid than a
forward contract.

Finally, in order to trade futures contracts, both buyer and
seller must deposit a sum of money with the clearinghouse (or with
their broker who, in turn, is obligated to the clearinghouse
either directly or through another party who is a member of the
clearinghouse) to guarantee performance on their contractual obli-
gations. These deposits of money are called margins, and although
initial margins are small relative to the value of the contracts,
the daily accounting of positions by the clearinghouse means that
an individual with a losing position may be required to deposit
additional margin monies. Further, margin levels are set by the
commodity exchanges and clearinghouses and can be adjusted upward
or downward, as market conditions dictate.

Futures trading is far from new, with the basic idea--trade
now, settle up later--in evidence as early as 2000 B.C. Regarding
grain, the first attempt to cope with price risks involved in
growing, distributing, and processing evolved in the mid-19th cen-
tury as a solution to both the liquidity and default problems that
were sometimes experienced with forward contracts. The first
organized commodity exchange in the United States was the Chicago
Board of Trade (CBT), founded there in 1848. Originally intended
as a central market for the conduct of cash grain business, it was
not until 1865 that its first futures transaction took place.

The CBT was soon followed by exchanges in other cities. 1In
the early 1980's, there were 11 futures exchanges in the United
States, which housed futures markets in some 50 different commod-
ities. 1In addition, there are a number of foreign exchanges.

The exchanges in the United States that trade grain futures
are the CBT (wheat, corn, oats, soybeans, and soybean products),
Kansas City Board of Trade (wheat), Minneapolis Grain Exchange
(wheat), and MidAmerica Commodity Exchange (wheat, corn, oats,
soybeans, and rice). The following table shows the numbers of
wheat, corn, and soybean contracts traded at each of these four
exchanges during 1982. As can be seen, the CBT handled just over
93 percent of these contracts.



a contract based on cash settlement, can be fulfilled by delivery
and acceptance of the physical commodlty. The existence of the
clearinghouse; however, makes the contract transferable; most

futures contracts are closed out with an offsetting futures trans-
action rather than actual delivery of the commodity.

Futures contracts are traded only for specific delivery
months, which are established by the exchange. Most futures con-
tracts start trading more than one year before their maturity,
with some having lives longer than 24 months. Futures markets and
cash markets are closely related and enable cash market partici-
pants (producers, middlemen, and commercial users or processors of
a commodity) to protect themselves from future adverse price move-
ments for the commodity in which they deal. Futures contracts are
traded by competitive, open outcry bidding on organized commodity
exchanges (also referred to as boards of trade) that are licensed
and regulated by the Commodity Futures Trading Commission (CFTC).
Futures trading has two primary theoretical justifications:

Price discovery. This is the process through which traders
buying and selling futures contracts in the exchange arena
(or pit) "discover" the competitive prices that best repre-
sent the consensus of what traders think commodity prices
ought to be in the future based on information available
today. Broad dissemination and publication of exchange-
generated prices can foster competition in establishing cash
prices for commodities in localized markets as well as in
related services such as storage, transportation, and
processing.

Risk shifting. This function, also called hedging, provides
an opportunity for shifting the risks associated with commod-
ity ownership from individuals and entities who are unwilling
to bear such risks to those who are willing to carry these
risks in return for a possible profit. Those who seek to
shift risk are known as hedgers, and those willing to assume
risk in return for potential profit are known as speculators.
Unlike hedgers, speculators generally have no interest in the
physical commodity itself; they are interested solely in
speculating on the extent and direction of future price
changes.

Two additional features--the clearinghouse and margins--help
to further distinguish futures from forward markets. All commod-
ity exchanges have a clearinghouse, which checks all recorded
trades to make sure that the buyer and seller agree on the price
and on the number of contracts traded. 1If there is disagreement,
the clearinghouse ensures that disputed items are resolved before
the opening of trading on the following day.

Assuming that a trade "clears," the clearinghouse steps in to
take the other side of each contract. That is, the individual
buyer and seller now have obligations to take or make delivery



contracts for either hedging or speculative purposes. This proc-
ess of "price discovery" aids the marketplace as a whole. Not
only are U.S. grains priced in relation to U.S. futures market
values; so, too, are grains from other exporting countries. U.S.
futures markets have become the price reference points for world
grain marketing.

While no individual or firm can be expected to stay on top of
all worldwide supply/demand conditions affecting grain prices, the
individual buyer or seller of grain in the local market can rely
on the futures price as one piece of information that summarizes
current supply and demand situations.

PREVIOUS STUDIES

The U.S. grain marketing system has received considerable
attention since grain sales were made to the Soviet Union begin-
ning in 1972, touching off a period of short supply, higher domes-
tic prices, and the appearance that the United States had been
taken advantage of by the Soviet Union and some of the large,
multinational grain traders. Since then, a wide range of parties
have expressed concern over the degree of fairness and integrity
in the system. This concern has prompted, at least in part,
numerous studies and several books and articles2? regarding the
situation surrounding the grain sales to the Soviet Union and the
systems of control at USDA and the CFTC--systems that were
designed to prevent such a situation from repeating itself and/or
to ensure fairness and integrity in commodity markets. We, for
example, have issued a number of such studies, including

--Russian Wheat Sales and Weaknesses in Agriculture's Manage-
ment of Wheat Export Subsidy Program (B-176943; July 9,
1973),

--Exporters' Profits on Sales of U.S. Wheat to Russia
(B-176943; February 12, 1974),

--Issues Surrounding the Management of Agricultural Exports
(ID-76-87; May 2, 1977),

--Regulation of the Commodity Futures Markets--What Needs to
Be Done (GAO/CED-78-110; May 17, 1978),

--Market Structure and Pricing Efficiency of U.S. Grain
Export System (GAO/CED-82-61; June 15, 1982), and

2rour such books or articles are: (1) James Trager's Amber

Waves of Grain, New York: Arthur Fields Books, Inc., 1973;

(2) Roger Burbach's "The Great Grain Robbery," The Progressive,
July 1976, p. 25; (3) Dan Morgan's Merchants of Grain, New York:
Viking Press, 1979; and (4) Richard Gilmore's A Poor Harvest, New
York: Longman, Inc., 1982.




Wheat, Corn, and Soybeans Futures Contracts
Traded January-December 1982

Chicago MidAmerica Kansas City Minneapolis

Board Commodity Board Grain ‘
Commodity of Trade Exchange of Trade Exchange Total
(millions) -
Wheat 4.03 0.052 0.96 0.35 5.39
Q)l‘n 7.95 0.05a - - 8.00
Soybeans 9.17 0.112 - - 9.28
Total 21.15 0.21 0.96 0.35 22,67
Percentage
of Contracts 93.3 0.9 4.2 1.6 100,09
Traded

aContract volume on the Midamerica Commodity Exchange for wheat was actually
243,640 contracts at 1,000 bushels each, for corn it was 274,324 contracts at
1,000 bushels each, and for soybeans it was 527,411 contracts at 1,000 bush-
els each. Grain futures contracts generally represent 5,000 bushels each.
For consistency, we have converted the 1,000-bushel wheat, corn, and soybean
contracts on the MidAmerica exchange to 5,000-bushel contracts as used by the
other exchanges.

Source: Futures Industry Association, Inc., Monthly Volume Report dated
December 1982 (FIA Bulletin No. 2-83).

Cash, forward, and futures markets are important links in the
grain marketing system. Cash and forward markets are widely used
to move grain from producers to users. Futures markets are cen-
tralized, visible, public markets that instantaneously reflect the
changing judgments of buyers and sellers about the current value
of grain to be delivered in the future. Historically, the pricing
reference points for grain were often the major cash grain markets
such as Kansas City, Minneapolis, and Chicago. The importance of
these markets as reference-point pricing centers has declined con-
siderably in the last two decades. Changes in transportation and
communications systems have encouraged grain shipments directly
from production regions to domestic consumption points or to port
facilities for export. With these changes, grain futures markets
have evolved, among other reasons, to fulfill the need for more
up-to-date reference points. They provide a snapshot that shows
at any given time the value that participants here and abroad
attach to various grains. Futures prices reflect the combined
knowledge, expectations, and opinions of a large number of traders
(many of whom are firms in the grain industry) that trade futures



alleged, allows these participants to take positions in the
futures markets that move in their favor once the knowledge
becomes available to the public. To prove that this is actually
happening, however, is a formidable task because of the difficul-
ties involved in identifying exactly when specific export sales
take place and then attempting to match such sales with specific
futures market transactions.

As an alternative to attempting this, it was agreed that our
work would involve (1) examining, in much the same fashion as we
did in 1982, the efficiency with which the U.S. grain marketing
system transforms information about grain export sales by U.S.
exporters into changes in grain futures prices and (2) examining
certain systems of control at USDA, CFTC, and the grain exchanges
that are designed to help ensure that trading is done fairly and
that the rights of customers and the financial and economic
integrity of the marketplace are protected.

We conducted our work primarily in Washington, D.C., and
Chicago, Illinois. We learned from, and used in preparing this
report, many publications covering different aspects of grain
marketing, We held discussions with and obtained documentation
from officials of a number of organizations within USDA, including
the Foreign Agricultural Service, Economic Research Service, World
Agricultural Outlook Board, Extension Service, and Office of
Inspector General. The export sales reporting system was the
focal point of our work at USDA.

Market surveillance was the area we were most interested in
at both CFTC and CBT. We interviewed CFTC officials in both Wash-
ington and Chicago from the Divisions of Economic Analysis and
Trading and Markets. We met with officials at the CBT responsible
for market surveillance and education. The CBT was the only com-
modity exchange we dealt with on this assignment primarily because
in 1982 it handled 93 percent of all wheat, corn, and soybeans
futures trading. 1In Chicago, we also interviewed an official of
the recently established National Futures Association (NFA)--an
industry-sponsored organization, the purpose of which is to
assure, though self-regulation, high standards of professional
conduct and financial responsibility on the part of individuals,
firms, and organizations that are its members.

We discussed the subject of grain marketing and the efficacy
of various controls over such marketing with officials of four
grain exporting firms. 1In Chicago we talked with officials of
Cargill, Inc. We talked by telephone with officials of Louis
Dreyfus Corp., The Andersons, and Mid-States Terminals, Inc.

These four firms represent both large and medium-size firms. They
were among a list of grain exporters furnished us by a CFTC offi-
cial in Chicago. Officials of one other large grain exporting
firm declined to talk with us. To obtain the views of farmers
toward the U.S. grain marketing system, we contacted officials of

10



~--Commodity Futures Reguiation-—Current Status and Unresolved
Problems (GAO/CED-82-100; July 15, 1982).

USDA has likewise performed studies primarily looking at its
export sales reporting system, instituted in 1973 as a direct re-~
sult of the supply and demand imbalances occurring at that time.
USDA's Office of Audit, for example, issued a report on
January 19, 1977, regarding the export sales reporting system and
whether it was meeting stated objectives. On February 27, 1979, a
USDA Advisory Committee on Export Sales Reporting issued a report
on, among other things, (1) the purpose of the reporting system,
(2) its usefulness in agricultural commodities forecasting,

(3) reporting requirement differences between domestic and foreign
firms, and (4) the possible effects of imposing additional re-
quirements on foreign firms. Also in 1979, three USDA economists
attempted to directly estimate exporter profits from futures mar-
ket transactions that could be attributed to advance information
about export sales. This study lent some support to the idea that
exporters were able to take profitable positions in the futures
markets before export sales were reported. But because of the
variation among cases and degree of approximation required in the
analysis, and in view of the cash market losses experienced by
some exporters, it was not clear that the futures profits were
greater than justified.

Each of the above studies proved relevant to this review and
provided us with valuable information. A number of them will be
referred to later in this report as we describe certain of the
systems of control over grain marketing at USDA and CFTC and as we
attempt to address the question of whether certain exporters sys-
tematically profit in the futures markets, at the expense of
others, based on information that they alone hold.

OBJECTIVES, SCOPE, AND METHODOLOGY

In a letter dated October 1, 1982, the Chairman, House Com-
mittee on Appropriations, stated that GAO's study of the Market
Structure and Pricing Efficiency of U.S. Grain Export System (GAO/
CED-82-61; June 15, 1982) had been reviewed with great 1nterest by
the Committee and that he would like us to expand that inquiry by
looking further at the efficiency of and certain controls over the
grain marketing system.

This request stems, in part, from concerns (1) that large
and/or foreign traders may be systematically profiting in the U.S.
grain market to the detriment of other traders, producers, and
consumers, and (2) that the U.S.-supported grain marketing system
may favor, through less stringent reporting requirements, foreign
governments and multinational traders, as compared with domestic-
market participants. A concern has been raised that large and/or
foreign traders systematically profit from the knowledge they have
of pending grain export sales before such information becomes
known to other market participants. Such knowledge, it is



volatile in recent years because smaller, nonprofessional specula-
tors are now using professional managers who are able to pool
these accounts into large trading blocs that influence the mar-

kets. Concern was expressed about the reaction of the markets

to these large buy and sell orders and the competitive disadvan-
tage in which it places the individual market participant, includ-
ing the farmer. Other market professionals argued, however, that
while big orders can change the prices of futures contracts a

couple of cents temporarily, the futures markets are so big and
heavily traded that no one, not even a large professional manager,
can manipulate prices for long. One agricultural economist, for
example, testified that the underlying supply and demand condi-
tions will quickly bring prices back into line. A Cargill, Inc.,
official similarly testified that "The sheer number of active, in-
formed participants quickly draws the market back to true values,
reflecting the consensus of market participants. But, at virtu-
ally all moments there will be market participants who believe
that market values do not currently reflect [supply and demand]
'fundamentals.' That conflict of opinions is what gives markets
their viability." The overall conflict of opinions as to the
degree, impact, and cause(s) of price volatility in futures mar-
kets suggests the need for analysis in this area. Such analysis,
however, was outside the scope of this review.

There are aspects of insider trading in futures markets that
we did not examine closely, but which have recently been the focus
of a study mandated by the Congress and conducted by CFTC.
Resulting from its work in this area, CFTC announced in October
1984 its plans to crack down on insider trading in futures markets
{all markets, not just those for grain). CFTC said that although
the nature of potential insider trading and the laws that deter-
mine what constitutes it are considerably different from those
relating to securities transactions, its study showed that "sev-
eral types of material, nonpublic information may exist in futures
markets." CFTC suggested as possible insider-trading abuses the
potential for commodity exchange executives to make trades before
the exchange's announcement of a decision to alter its trading
rules or for grain or other commodity-trading firms to buy in
futures markets based on their inside knowledge of a major gov-
ernment action boosting international commodity sales. The CFTC

S5uspba, in commenting on this report (see p. 100), said that our
discussion of the increasing price volatility in futures trading
is a bit weak; we do not claim that it was in any way comprehen-
sive. As discussed above, this is an area that we did not look
at in any detail, but which was the subject of 1984 congressional
hearings. 1In its comments, USDA pointed out that price volatil-
ity in the late 1970's and early 1980's could have been caused by
the shifts in farm program emphasis, the floating of the dollar,
changing economic conditions, and the increasing interdependence
of U.S. agriculture to the world market that occurred in the
early 1970's.
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the American Soybean Association and the Colorado Association of
Wheat Growers.

For the purpose of analyzing further the efficiency with
which the U.S. grain marketing system transforms grain export
sales information into changes in grain futures prices, we
obtained from USDA both daily (large sales over 100,000 metric
tons) and weekly (all sales) export sales information covering
wheat, corn, and soybeans3 from the period January 1977 through
December 1982. Futures prices for these commodities over the same
period were obtained from publications of the CBT. The specific
methodology we used in this analysis, which varied slightly from
the analysis we discussed in our June 1982 study, is described in
detail in chapter 5 and appendix 1I.

To help us with the assignment overall and the pricing
efficiency analysis4 in particular, we retained the services of
Dr. Neilson C. Conklin, who had worked for us previously from
October 1980 through September 1981 and who was largely respon-
sible for the earlier grain marketing study. Because of the
complexities of the assignment, we also assembled a three-member
advisory panel, which helped in shaping and reviewing our work.
This panel included Dr. Paul L. Farris, Purdue University;

Dr. William G. Tomek, Cornell University; and Dr. Wayne L. Olson,
formerly of CFTC. Each of these individuals is known, among other
things, for his work in grain marketing.

Our work was preformed in accordance with generally accepted
government auditing standards.

Our study of the U.S. grain marketing system was somewhat
general in nature and certainly not all-encompassing. There are
aspects of grain marketing and futures trading that were either
not a part of our study or representative of some things that were
included, but not examined in detail. Some of these aspects have
been the focus of studies or investigations recently conducted by
others. For example, one area that was receiving attention last
year had to do with increasing price volatility of futures market
trading. It was pointed out in testimony before the Joint Econom-
ic Committee in April 1984 that price changes in futures trading
(all futures trading, not just in grains) have become increasingly

3These three commodities are the major U.S. field crops and repre-
sent the bulk of agricultural exports. They are the same three
commodities we dealt with in our earlier study (GAO/CED-82-61;
June 15, 1982).

4The methodological approach we used in our pricing efficiency

analysis was devised by Dr. Conklin and is explained in some
detail in app. I.
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AGENCY COMMENTS

We asked for and obtained written comments on a draft of this
report from CFTC, USDA, and NFA (see apps. II, III, and 1IV). CFTC
stated that the report is a thorough and accurate description of
the cash and futures grain markets and how they work. CFTC rec-
ognized that this is a complex area and stated that the report
goes far in explaining export marketing, pricing, and distribution
of U.S. grains and grain products. USDA found the report to be
generally well done and to contain an excellent review of the ex-
port sales reporting system. USDA agreed with the conclusion
reached in chapter 5 pertaining to pricing efficiency of the U.S.
grain marketing system, stating that its own studies and those of
others had shown the system to be efficient. NFA called the re-
port well written and said that it reaches sound conclusions.
CFTC, USDA, and NFA also made several comments of a technical or
clarifying nature; these were considered and incorporated into the
report as appropriate.

We also asked for written comments from CBT. Aside from a
comment that the size of the market surveillance staff at CBT
had recently grown from five to ten, the head of this staff told
us that CBT had no comment on the report.
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observed that "the greatest potential for public customers to be
harmed directly by trading on material, nonpublic information
arises from the current practice of dual trading under which floor
brokers who execute transactions for public customers are per-
mitted simultaneously to trade for their own accounts.” Although
CFTC already has a rule prohibiting brokers from executing orders
for their own accounts ahead of customers' orders, because the
broker would then profit from the customer, its system for track-
ing transactions is not now precise enough to detect such
activity.

CFTC did not detect significant evidence of insider futures
trading by employees of grain companies, meat packers, banks, or
other firms operating in cash or futures markets and, thus, saw no
need to recommend any change in the law. CFTC did, though,
announce plans aimed at curbing the potential for insider trading
by futures-exchange officials or employees or by commodity floor
brokers. A CFTC commission also stated that the agency's plans
for tightening surveillance procedures would make it easier for
regulators to detect other infractions, such as cross-trading and
"wash" trading.

Futures market regulation was the focus of a study conducted
in 1984 by the Center for the Study of Futures Markets, Graduate
School of Business, Columbia University. This study was not in-
tended to be a comprehensive analysis of government regulation of
futures markets. Rather, it was issue-~oriented and directed
toward specific concerns expressed by the Congress during 1984
CFTC reauthorization hearings~-concerns that grew out of the
dramatic growth of interest rate and equity futures markets. The
Congress was fearful that the development of these new markets
might somehow interfere with other financial markets or undermine
the protections afforded by existing government regulations.,
Seven topics were examined by various researchers representing a
cross-section of economists, all of whom were said to be highly
knowledgeable about futures and securities markets and the opera-
tions of financial institutions.

The results of the overall study were generally taken to mean
that more government regulation of futures is not needed. Current
self-regulation by industry, coupled with government oversight by
the CFTC, was viewed as doing a good job of protecting customers
and governing futures markets. While self-regulation, like any
other kind of regulation, can never be perfect, the study sug-
gested that additional government regulation would probably not be
cost~effective.

61n cross-trading, two traders cut private deals between them-
selves rather than through "public outcry" on the trading pit
floor. "Wash" trading is a device brokers use to make it seem as
if there is more trading volume in a futures contract than there
is. In "wash" trades neither broker involved gains or loses, but
the volume of contracts traded rises.

13



report export sales pursuant to the requirements of
this section shall be fined not more than $25,000 or
imprisoned not more than one year, or both."

The export sales reporting system was instituted following
the unanticipated large grain sales to the Soviet Union beginning
in 1972, These sales, as well as unprecedented import demand from
around the world and the sharp decline in U.S8. grain and soybean
stocks, were said to contribute to (1) a period of rising domestic
prices and inflation, (2) market uncertainties, (3) an embargo of
soybean exports, and (4) more generally a time when many farmers'
marketing strategies were confused because of a lack of timely
information relative to export sales.

The export sales reportinq system is regarded primarily as a

OEVlCG to prOVlQe aqr1cu1cura1 exporc data nece:abary to rﬁake
ratlonal, reliable export pollcy decisions and to help prevent
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market disruptions similar to those occurring in the early 1970's.

Over the years some have v1ewed the system as a tool to be used in
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various agricultural forecasting information systems, aluuuuyu

sole reliance on the system for forecasting has been criticized
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because changes in export sales freguently occur after the sales

are reported, and there are many other sources of raw information

useful in the process. During the past several years it has been

generally recognized that the objectives of the system are to:

(1) Provide information to the government for development of
e¥ynort nolicieg and nrograms.
export policies and programs,

(2) Provide information to producers to help in their market-
ing decisions.

(3) Improve performance of U.S. commodity markets by making

public, timely information on export sales transactions.

With respect to the last objective, USDA's Advisory Committee oOn
Export Sales Reporting stated in its report that:

"It is widely recognized that effective functioning
of a private enterprise system requires pertinent and
timely information. . . . In a general sense, the
export sales reporting system exists to provide a
part of the body of factual data required for effec-
tive functioning of the market economy for those
commodities covered by the system."

A number of changes have been made to the reporting system
since its establishment in 1973. One such change, which took
effect in September 1974, requires significant export activity to
be reported daily to USDA. This is in addition to the weekly
export reporting requirement. Under this system, for all report-
able commodities except soybean o0il, guantities of export sales of
100,000 metric tons or more in any one calendar day are to be
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CHAPTER 2

USDA'S EXPORT SALES REPORTING SYSTEM PROVIDES USEFUL

INFORMATION TO GOVERNMENT POLICYMAKERS AND MARKET PARTICIPANTS

USDA's export sales reporting system is one means by which
the federal government seeks to ensure fairness and integrity in
the U.S. grain marketing system. Although the system's primary
purpose is to provide USDA policymakers with timely information on
export sales of agricultural commodities, such information is also
considered useful to other market participants, including traders,
producers, and consumers. The system was established in 1973 in
the aftermath of the large, unforeseen grain export sales to the
Soviet Union. Although the system was shifted organizationally
within USDA several times during its early years, for the past 4
years it has been administered within USDA by the Export Sales Re-
porting Division under the overall direction of the Administrator,
Foreign Agricultural Service. There have been some changes to the
system over the years and perceptions regarding the system's pur-
pose and objectives have become more clearly focused. On the
whole, the Export Sales Reporting Division appears to be doing an
effective job of administering the system in spite of an increas-
ing workload and little corresponding increase in staff or other
resources. In addition, there are independent sources that
closely corroborate export sales data generated by the division.

HISTORY AND OBJECTIVES OF THE

EXPORT SALES REPORTING SYSTEM

The export sales reporting system was authorized by the Agri-
culture and Consumer Protection Act of 1973, which added section
812 to the Agriculture Act of 1970. The system, which became
operational in November 1973, requires in part that:

"All exporters of wheat and wheat flour, feed grains,
0il seeds, cotton and products thereof, and other
commodities the Secretary may designate produced in
the United States shall report to the Secretary of
Agriculture, on a weekly basis, the following infor-
mation regarding any contract for export sales en-
tered into or subsequently modified in any manner
during the reporting period: (a) type, class, and
quantity of the commodity sought to be exported, (b)
the marketing year of shipment, (c¢) destination, if
known. Individual reports shall remain confidential
but shall be compiled by the Secretary and published
in compilation form each week following the week of
reporting. . . . When the Secretary requires that
such information be reported by exporters on a daily
basis, the information compiled from individual re-
ports shall be made available to the public daily.
Any person (or corporation) who knowingly fails to
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provided accurate and timely information on export sales of U.S.-
based firms, it did not require foreign entities to report sales
of U.S. commodities. To do so, the report stated, could result in
loss of export markets for the United States2 or prompt foreign
firms to circumvent the reporting requirements. Among the re-
port's recommendations was one that stated that wheat, feed
grains, oilseeds, rice, cotton, and products thereof should con-
tinue to be included in the reporting system, and that USDA should
study the structure of the hides and skins industry to determine
whether these commodities should also be included.

Two significant changes occurred in concert with the conclu-
sions and recommendations of the advisory committee's report. 1In
June 1980 a change was made regarding the reporting system's
weekly report of export sales which, in effect, allowed for an
earlier release of the report. Secondly, during 1980, hides and
skins were added as commodities to be reported under the export
sales reporting system. This addition has increased the workload
of the Export Sales Reporting Division, as is discussed later in
this chapter.

ADMINISTRATION OF THE
REPORTING SYSTEM

The export sales reporting system is currently being admin-
istered by the Foreign Agricultural Service's Export Sales
Reporting Divigsion. The division is a relatively small one, with
approximately 14 employees. Except for two secretaries, half of
the division's personnel are marketing specialists, with the other
half being statistical clerks. The division's operating budget in
fiscal year 1983 was $731,500-~up slightly from $711,000 in fiscal
year 1982,

The director of the Export Sales Reporting Division called it
an isolated but exceptionally self-reliant division. He saw the
functions of the division as

--gathering, compiling, and disseminating information about
agricultural export sales, and

--maintaining a liaison with agricultural exporters to ensure
their compliance with export sales reporting requirements.

He considered the division unique in that it is the only USDA
division that has contact with agricultural exporters and receives
information from them about their export sales activities.

2There was speculation by exporters and others that foreign buyers
might choose to purchase grain from countries other than the
United States if U.S. reporting requirements became much
stricter.
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reported to USDA by the following business day. Initially this
information was held within USDA until its compilation with other
export sales and then released as part of the weekly export sales
report. In early 1977, however, USDA was criticized for holding
for 6 days news that the People's Republic of China had purchased
almost 400,000 metric tons of soybeans. The charge was that know-
ledgeable traders knew of the trade and took advantage of the
market-sensitive export news, while less well-informed traders
were stuck with rumors only. Although USDA officials initially
arqued that the Chinese purchase was not large enough to have an
effect on the world supply/demand soybean situation, on April 13,
1977, the Secretary of Agriculture announced that USDA would begin
reporting grain export sales over 100,000 metric tons on a daily
basis as press releases. The Secretary indicated his belief that
". . . this system will assist farmers in their marketing deci-
sions, as well as provide a means of protection to grain
exporters.”

As indicated in chapter 1, the reporting system has been the
focus of several USDA and GAO studies; changes to the system have
resulted. In January 1977, for example, USDA's Office of Audit
reported that the primary objective of the export sales reporting
program was being met in that the general public and U.S. govern-
ment officials were being provided with reasonably valid and
timely information on contract guantities for anticipated exports
of U.S. agricultural products.

In May 1977 we issued a report1 stating that although USDA
officials were administering the system in an efficient manner,
data reported by exporters were not suitable for evaluating for-
eign demand on which to base timely agricultural policy decisions
because the export contracts behind such data were freguently can-
celled or extensively modified. Our report contained a number of
recommendations designed to improve the quality of information
provided by exporters.

In February 1979 the Secretary of Agriculture's Advisory Com-
mittee on Export Sales Reporting issued a report concluding that
the system was functioning adeguately and that USDA should con-
tinue it. The report arqued that there was some confusion about
the function of export sales reporting and that some people tend
to mistakenly confuse export sales reports with export forecasts.
It pointed out that export sales reports alone are not a reliable
basis for forecasting levels of exports or prices of U.S. agricul-
tural commodities. The report stated that the system could be im-
proved if the time from the date that export sales are reported to
USDA to the date that they are released in summary form to the
public were reduced. The report noted that although the system

'Issues Surrounding the Management of Agricultural Exports

(ID-76-87; May 2, 1977).
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Numbers of Companies Exporting Agricultural Products, 1973-83

Number of active exporting firms

Commodity Number of
firms on USDA
list of
Hides active and
Marketing and inactive
vear Grain® Rice Cotton skinsP Other® Totald exporters
1973-74 e 286
1974-75 41 74 314
1975-76 42 66 331
1976-77 41 61 343
197778 41 64 355
1978-79 95 50 72 83 263 374
1979-80 107 51 79 81 89 356 371
1980-81 102 49 70 78 88 336 423
1981-82 115 57 76 94 96 376 476
1982-83 108 55 78 123 89 395 545

Awheat, corn, soybeans, grain sorghum, barley, rye, and oats.
bReporting of hides and skins began in May 1980.

CWwheat products; flaxseed; linseed, soybean, and cottonseed oil;
cottonseed; and soybean and cottonseed cake and meal.

drotal number of firms with reportable export sales during each
marketing year. It cannot be derived by adding the number of

firms under each commodity because some firms export more than
one commodity.

eBlank spaces represent instances where data was either not avail-
able or, as in the case of hides and skins before 1980, not

applicable.

Source: Compiled at GAO's request by the Export Sales Reporting
Division, Foreign Agricultural Service, USDA.

As the table reflects, the number of active grain exporting
firms has increased during the past 5 years from 95 to 108.
Similar increases have been experienced in the numbers of firms
exporting rice, cotton, and other agricultural products. The
inclusion of hides and skins in the reporting system in May 1980
occasioned a substantial rise in the total of active exporting
firms.

The Export Sales Reporting Division has handled this increase
in workload without corresponding increases in staff size; the
size of the division's staff has remained fairly constant over the
past several years. As a result, the division's time for monitor-
ing increased numbers of exporting firms and commodities has
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The work of the Export Sales Reporting Division is rather
routine, with specific tasks to be done within certain timeframes
each day and week. For example, with regard to the weekly report-
ing of export sales, the reporting week runs from each Friday
through the following Thursday. Reports from the exporters are
due by the following Monday, after which time the Export Sales
Reporting Division compiles the information and publicly releases
it in report form after the futures markets close that Thursday.
Large export sales involving more than 100,000 metric tons must be
reported to the Export Sales Reporting Division by 3 p.m. the
following business day. The division, on that same day, compiles
this information and makes it publicly available through a press
release.

Personnel within the Export Sales Reporting Division were
protective of the export sales information that is reported to
them, carefully guarding it so as not to violate the confidential-
ity requirements of section 812 of the Agricultural Act of 1970,
as amended (7 U.S.C. 612c¢c-~3). This provision reguires that con-
tracts for export sales be reported to the Secretary of Agricul-
ture and that "individual reports shall remain confidential."
Division personnel appeared dedicated to the task of releasing
this information in compiled form to the public in a timely,
impartial fashion,

Export sales reporting workload

has been increasing

The 1980 addition of hides and skins as commodities to be
reported under the export sales reporting system and a correspond-
ing increase in the number of firms reporting agricultural export
sales have increased the Export Sales Reporting Division's work-
load. For at least the past 3-4 years the division has assumed
this increase without a correspondinag gain in its staff level.
Although there is some assurance that most of what should be
reported is being reported (discussed beginning on p. 21), the
division is limited in its ability to verify that export sales are
being reported in a timely and accurate manner.

The following table demonstrates the increased workload of
those responsible for administering the export sales reporting
system, It shows the growing number of exporting firms that have
had reportable export sales over the years and the impact of the
addition of hides and skins as reportable commodities.
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commodities covered by the system. Such records are to include
export sales contracts or other agreements, bills of lading or
delivery documents, and inspection and weight certificates. These
records are to be made available for inspection and audit by
authorized USDA employees.

Export Sales Reporting Division personnel told us that the
division makes approximately 26 field reviews each year, taking up
about 13 percent of the division's total time. A given field
review generally lasts a week and involves a division representa-
tive visiting up to 10 different exporters during that week. The
purpose of these visits, as specified in the division's field
review guidelines, is to (1) assure proper reporting by exporters,
(2) provide a basis for updating or modifying reporting require-
ments, (3) provide access to records that substantiate what has
been reported, and (4) identify problem areas for possible
official audit.

The division informed us by letter that it visits annually
(at least every 10 to 15 months) all of the larger exporting
firms. Other firms are picked for a staff visit based on past
reporting infractions including errors or lateness in reporting,
changes in exporter personnel, or because a substantial amount of
time has elapsed since the last visit. Low=-volume exporters are
often scheduled as time permits and as "fill-ins" during trips of
one-week's duration. The goal of the division is to visit, over a
given period, firms representing a combined total of 80 percent of
exports for each of the major commodities. The division claimed
that most exporters are visited at least once in 2-3 years unless
their location and volume of activity renders such a visit
cost~-ineffective.

The following table shows the number of visits by Export
Sales Reporting Division personnel to agricultural exporters for
the past three marketing years. Although not broken down speci-
fically in the table, during the 1982-83 marketing year, about 50
percent of the active grain (as contrasted with agricultural)
exporters were visited.

Export Sales Reporting Division's
Staff Visits to Agricultural Exporters, 1980-83

Number of Percentage of
active agricultural
Marketing agricultural Number of exporters
year exporters staff visits visited
1980-81 336 210 62
1981-82 376 205 54
1982-83 395 236 60

Source: Compiled by GAO from information provided by the Export
Sales Reporting Division.
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generally been spread thinner per firm and commodity. 1In this
regard, we were told that such increases have detracted from the
time that can be spent monitoring grain export sales, which cur-
rently represents about 30 percent of the division's total time,
The division's deputy director, for example, told us that monitor-
ing hides and skins has required a disproportionate amount of time
since they were added as reportable commodities. He stated that
it has required a real effort to educate hides and skins exporters
as to the various export sales reporting requirements. Along this
same line, division personnel told us that the emergence of
foreign firms in the U.S. grain trade has had an impact on their
workload; it was explained that just when it is thought that per-
sonnel in a given U.S.-based foreign firm are familiar with export
sales reporting requirements, the personnel are shifted within the
firm and the Export Sales Reporting Division is faced with educat-
ing and dealing with a different set of people, many of whom are
new to the United States and not entirely fluent in the English
language.

Verification of timeliness and
accuracy of export sales reporting

The Export Sales Reporting Division must ensure the timely
and accurate reporting of agricultural export sales. It does this
in a number of different ways, several of which are discussed

below.

Reports are checked for accuracy
and completeness upon receipt

Whether received by mail or by telephone, reports of export
sales are checked for accuracy and completeness by division per-
sonnel. Weekly reports received from exporters, for example, are
logged in so that the division can track who has reported and who
has not. Usually 250-300 weekly reports are received from active
exporters. Upon receipt, a clerk manually checks each report for
completeness and accuracy and then prepares it for computer entry;
the computer then checks its mathematical accuracy and consistency
with the previous week's report. Division personnel working with
these reports rely on their experience to detect missing or
inaccurate reports. The staff becomes familiar to some extent
with many of the exporting firms; they learn which ones need more
of their attention. This kind of monitoring takes place day to
day. When questions or discrepancies arise, the staff attempts to
resolve them through telephone calls to the applicable exporters.,

Field reviews of exporter
records are made

Another means of checking the timeliness and accuracy of
export sales reports is through field visits to the various agri-
cultural exporters. USDA regulations require each exporter to
establish and maintain accurate records of all export sales of
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Comparison of Exports as Reported by the Export Sales Reporting Division
with Census Bureau Shipment Records and
Federal Grain Inspection Service Inspection Records, 1978-83

Percentage Percentage
Census difference difference
Marketing Bureau (3)-(4) [:(3)-(6)
Commodity year Exports shipments (3) -4 Inspections (3)
(» (2) (3) (4) (5) (6) (7)
(million
(million metric tons) metric tons)
Wheat 1978-79 30.7 30.7 0 30.8 (0.3)a
1979-80 35.5 35.6 (0.3) 35.4 0.3
1980-81 39.2 38.6 1.5 38.8 0
1981-82 47.1 46.5 1.3 46.2 1.9
1982-83 38.2 39.1 (2.4) 39.0 (2.1)
Corn 1978-79 54.4 53.9 0.9 54.2 0.4
1979-80 62.7 59.7 4.8 60.9 2.9
1980-81 60.1 59.2 1.5 59.2 1.5
1981-82 51.4 49.6 3.5 50.0 2.7
1982-83 48.0 47.1 1.9 46.2 3.7
Soybeans 1978-79 20.8 20.1 3.4 20.5 1.4
1979-80 24.5 23.8 2.9 23.4 4.5
1980-81 20.6 19.7 4.4 19.1 7.3
1981-82 26.2 25.3 3.4 25.0 4.6
1982-83 25.2 24.6 2.4 24,1 4.4

8percentages in parentheses indicate situations where shipment or inspection
records reflected greater quantities than export records. Percentages with-
out parentheses indicate situations where export records reflected the
greater quantities,

As can be seen, there has been relatively close correlation
between the three sources of information. The fact that there are
some differences is not surprising in that there is not necessar-
ily a one-to-one relationship between exports and inspections or
shipments. Export Sales Reporting Division personnel told us,
however, that they do attempt to reconcile differences among the
sources of information. We were told of one instance where the
U.S. agricultural attaché to Nigeria complained that the divi-
sion's records were quite different from his shipping records. It
was discovered through a check of Census Bureau shipping records
that there had been a sale that had not been reported to the ex-
port sales reporting system. Apparently there had been some con-
fusion between two involved grain traders as to who should report
the sale and, as a result, neither reported it.

The fact that there is a high degree of correlation among the

various sources of information provides some assurance that export
sales are being properly reported.
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Although internal guidelines have been developed for conduct-
ing field reviews, division personnel were quick to point out that
these guidelines are not used comprehensively during each visit to
every exporter. We were informed that the scope of review at a
given exporter is dependent to a large degree on whether there
have been problems with the exporter in the past. 1If not, the
visit to the exporter was characterized for us as rather brief and
routine, with time made available to discuss specific concerns.

Comparisons made between export records
and records of the Federal Grain Inspection
Service and the Census Bureau

Periodically the Export Sales Reporting Division attempts to
match records of exports with inspection data accumulated by
USDA's Federal Grain Inspection Service or with records of export
shipments accumulated by the Bureau of the Census. The following
table shows that since the 1978-79 marketing year, the division's
records of exports of grain have closely matched inspection and
shipment records of these other government agencies.
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difficulties in those instances where the division may later want
to establish that an exporter's reporting violations have shown a
consistent, deliberate pattern of disregard for the division and
its export sales reporting requirements.

Responsibilities of USDA's
Office of Inspector General
in verifying timeliness and
accuracy of reporting

USDA's Office of Inspector General (OIG) has certain respon-
sibilities with regard to ensuring compliance with export sales
reporting requirements. As stipulated in a memorandum of agree-
ment between the OIG and the Foreign Agricultural Service, the 0OIG
is to be notified of all cases of reporting violations as defined
within the guidelines for referral to the Department of Justice.
The Foreign Agricultural Service may also refer to the OIG
other cases where it has questions as to the significance of the
violation or those requiring audit and/or investigative assistance
as a basis for a formal disposition decision.

We learned of two instances in which the export sales report-
ing system was the subject of audits by USDA's OIG (formerly
Office of Audit). One such case, mentioned on page 17, was done
at the request of the Foreign Agricultural Service, and culminated
in a report dated January 19, 1977. The purpose of this audit was
to determine whether exports and/or commitments of agricultural
commodities under the export sales reporting system were being re-
ported in accordance with program objectives, applicable laws,
policies, and regulations,

The second case took place a year later, again at the request
of the Foreign Agricultural Service. In this instance, the OIG
performed a limited review of seven U.S. exporting firms to deter-
mine whether the firms were properly reporting all of their ex-
port sales transactions. This audit disclosed that each of the
exporters had export sales transactions that were either not re-
ported or reported late. Officials of each exporting firm attri-
buted their reporting violations to the low priority they had
placed on the reporting system. The officials stated that reports
were not always prepared and submitted because of other work
priorities and changes in personnel, Transactions that were not
reported were also attributed to new employees' not being familiar
with reporting requirements and/or oversights by responsible
employees,

The seven cases were subsequently referred to USDA's Office
of the General Counsel to determine if the penalty provision under
the law should be imposed. Two of the seven were referred to the
Department of Justice for possible criminal prosecution, Both
cases were later dismissed, however, due to the relative insignif-
icance of the violations and the fact that the exporters subse-
guently began complying with the reporting requirements.,
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Few incidences of significant

reporting violations

Since establishment of the export sales reporting system,
there have been only a few incidences of reporting violations that
were deemed to be of any significance. Reporting division person-
nel expressed the belief that the $25,000 fine or possible jail
term for failure to report export sales as required by the act are
effective deterrents. They told us that there had been only two
instances in which reporting violations were referred by USDA to
the Department of Justice for prosecution. The two cases, how-
ever, were returned without prosecution due to the relative in-
significance of the violations and the fact that the reporting
reqgquirements were subsequently complied with. Subsequent to these
dismissals, the Justice Department in April 1980 provided USDA
with quidelines for determining which cases should be referred to
it for criminal prosecution under export sales reporting law.
Violations that should be referred were specified as follows:

(1) all cases involving affirmative misrepresentations of export
sales, (2) all cases in which the pattern of violation evidences a
deliberate attempt to withhold or conceal information concerning
export sales, and (3) cases in which written notification by USDA
to the exporter of the violation does not result in full
compliance.

We asked division officials to provide us with any review
findings resulting from their recent visits to various grain ex-
porting firms. The division's director informed us by letter that
it is not possible to provide this information for each firm as
reguested because of the large number of firms the division visits
each year and the large number of potential problem areas. How-
ever, he responded further that

"Throughout the year, virtually all concerns high-
lighted during field reviews are resolved quickly and
efficiently by simply providing company officials with
the help and advice needed to comply with reporting re-
quirements. Many of the problem areas relate to a mis-
understandinag of the reporting procedures and to new
employees handling the reporting responsibilities. We
have received exceptional cooperation in the past from
the trade on export reporting and fully expect this
cooperation to continue.”

We also asked division officials about their procedures for
documenting the reporting problems of a given exporter. We were
told that, although a file is maintained on each exporter, prob-
lems that come up from time to time that are guickly resolved may
not result in any documentation being added to the files. We were
told that reporting division personnel keep "mental tabs" on the
firms that they have problems with. The fact that the division's
files do not always include a record of all the problems the
division may have encountered with a given firm could present
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knowledge about market activity that they can relate to their own
situations.

Larger grain firms are not as dependent on the export sales
information published by USDA as are the smaller ones. These
larger firms typically have rather sophisticated information
systems. We were told by division personnel and by officials of
several grain exporting firms that the value of the information
the larger firms get from the reporting system is not so much that
it is new information, but rather that it is information that
confirms much of what they already know. Officials of a couple of
the exporting firms said that the export sales reports provide
them with a snapshot of what is going on at a particular point in
time, but that this picture changes quite rapidly. We were told
that in today's grain markets there are very few surprises and
that the only time that information such as that published about
export sales causes a stir is when it includes something that
generally has not been anticipated.

CONCLUSIONS

Since its establishment in 1973, USDA's export sales report-
ing system has proven to be a useful tool. It serves primarily as
an early-warning mechanism providing policymakers with information
about export sales. Export sales information is helpful to others
such as those responsible for monitoring, evaluating, and fore-
casting worldwide supply/demand conditions. It is also one of
many pieces of information that can affect futures market activi-
ties and prices. Market participants look forward to and use this
information, although the value of the information is not as im-
portant to the market as some may believe it to be. Large export-
ing firms, for example, with their own relatively sophisticated
information networks, are not as dependent on information gener-
ated by the export sales reporting system as are some of the
smaller exporting firms and other market participants. Further,
export sales information causes a stir in the marketplace only to
the extent that what is reported differs from general market
expectations.

Despite its small size, the Export Sales Reporting Division
appears to be effectively compiling information it receives about
agricultural export sales, protecting the confidentiality of this
information, and disseminating the information later in a timely
manner in compiled form. The increased workload faced by the
division in the past 3-4 years without corresponding increases in
staff size or other resources has unavoidably reduced the atten-
tion given to a particular exporter or commodity; this has been
the case with grain export sales.

The results of the division's oversight indicate that most
sales are being reported; the division's small staff remains
limited, however, especially in relation to an expanding number of
exporting firms and commodities. This raises a question as to
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The 0OIG can program some work of its own in the area of ex-
port sales reporting. It has not done so, however, nor does it

have anv nlane t+tn dn ceunch i —

cial told us that the office has never targeted the export sales
reporting system as an area for audit and, additionally, that its
foreign operations staff was abolished in a 1981 reorganization
that focused more attention on food stamps. The official also

told us that the office was not planning to do any work in this
area unless requested to do so or unless there were indications of
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reporting inaccuracies.

USEFULNESS OF

EXPORT SALES INFORMATION

Opinions vary on the usefulness of the information generated
by the export sales reporting system. Certainly, as an early-
warning mechanism, data is provided by the system to USDA policy-
makers that should help warn them of situations that could result
in short supplies and market disruptions similar to those that
occurred in the early 1970's. Necessary adjustments can then be
made in export policies or strategies to prevent the situation
from worsening. Procedures have been established specifically
setting forth who in USDA should be notified in the event of
export sales that are unusual in terms of size and/or destination.

Export sales information is of value to others in USDA re-
sponsible for monitoring, evaluating, and forecasting worldwide
supply/demand conditions. The chairman of USDA's World Agri-
cultural Outlook Board, for example, told us that such information
aids the board in making its worldwide agricultural supply/demand
forecasts. He also uses the information in preparation for a
weekly briefing of the Secretary of Agriculture. Of particular
interest are the export sales to the Soviet Union and China. The
chairman stated that although the export sales reports are very
helpful, they represent only one of many sources of supply/demand
information useful to him and his organization.

An official of USDA's Agricultural Stabilization and Conser-
vation Service informed us that the export sales report is im-
portant to his office for use in forecasting and analyzing the
agricultural supply/demand situation. He said that the reports
were helpful because of their regqgularity and reliability. He
stated that export sales data were much harder to obtain before
the reports began to be published.

Export sales information is relevant to the futures markets.
It is one of many pieces of information that influences market
activity and prices, as is discussed and demonstrated in detail in
chapter 5. For this reason, the Export Sales Reporting Division
appeared to us to take seriously its responsibility for the timely
dissemination of this information. We were told that the dis-
semination of this information is important to many exporters
(particularly the smaller ones) because it provides them with
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The above comments reflect a high level of confidence on the
part of USDA in terms of its desire and ability to adequately
administer the export sales reporting system. The comments also
echo our findings and conclusions in this chapter that the Export
Sales Reporting Division appears to have been doing an effective
job of administering the system in spite of an increasing workload
with little corresponding increases in staff or other resources.
We have few arguments with the processes by which the division
verifies the timeliness and accuracy of export sales reports and
documents its contacts and problems with agricultural exporters,
as discussed in the comments above. However, the division's small
size in relation to what recently has been an expanding workload
is a situation we believe needs watching in the future. The use-
fulness of the export sales reporting system relies heavily on the
accuracy and timeliness of the export sales reports and it is
important that there be proper oversight over these sales and any
related problems. If the division's workload continues to grow,
USDA's 0OIG might, indeed, be called upon to provide some assis-
tance in this regard.

With respect to this latter point, USDA commented that the
Foreian Agricultural Service (of which the Export Sales Reporting
Division is a part) has always recognized that accurate and timely
information is necessary to enable futures markets to generate
prices that reflect realistic underlying supply and demand condi-
tions. Conseguently, the Foreign Agricultural Service would have
no objection to a review by the OIG if it is deemed necessary and
prudent to verify the accuracy and timeliness of export sales data
and to determine the sufficiency of the division's documentation
activities,
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whether the division's verification methods are in all cases ade-
quate, We also fear that the division may not be documenting suf-
ficiently the problems it has with all exporters, particularly
those problems that are resolved gquickly. We believe that unless
the division's files on a given firm are sufficiently documented,
later attempts to discipline or prosecute a firm that is not com-
plying with all reporting requirements may be hampered by lack of
evidence.

USDA's 0OIG might be able to help the division carry out the
above responsibilities. While the OIG is to be notified of all
cases of reporting violations and of other instances requiring
audit and/or investigative assistance, the 0OIG currently has no
plans for work in this area. Because it was outside the scope of
this assignment, we did not explore the possibility of the OIG
lending some assistance in this regard. However, if the divi-
sion's workload continues to grow, the division may want to con-
sider seeking such help periodically as a supplemental means of
verifying the timeliness and accuracy of export sales reporting.
As a part of any such involvement, the OIG may also wish to con-
sider determining whether the reporting division is sufficiently
documenting the nature of the problems it encounters with
individual exporters.

AGENCY COMMENTS

USDA commented that the report raises a question as to
whether the Export Sales Reporting Division's verification methods
are in all cases adequate, in view of the greatly expanding number
of exporting firms and commodities. USDA said that the division
performs field reviews and telephone interviews in a manner that
best accomplishes the objectives of these contacts, namely to (1)
assure that exporters understand and uniformly interpret reporting
requlations, (2) provide a basis for updating the regulations to
conform with trade practices, (3) provide information not other-
wise available, (4) allow for better analysis and evaluation of
the data reported, and (5) identify problem areas needing audit or
investigation. USDA stated its belief that although the final
outcome of each contact is limited by the knowledge and experience
of the interviewer and the amount of time available for such re-
views, the interviews have been of sufficient depth to accomplish
the stated objectives.

With respect to its documentation procedures, USDA commented
that the practice in the Export Sales Reporting Division has al-
ways been to document all exporter phone calls, office visits,
correspondence, and noncompliance with program regulations. How-
ever, only those problems deemed significant are recorded. USDA
stated that the division must have the flexibility to judge which
points are to be documented and which are not. USDA believes it
is better to have excessive rather than insufficient documenta-
tion, and thinks that its records bear this out.
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--The commodity is standardized so that all know the product
being traded;

--Buyers and sellers can enter the market and participate
readily; and

--All participants have full knowledge concerning supply and
demand for the product.

Organized futures markets emerged in the United States in the
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producers and consumers in agricultural cash markets. In recent
years, futures trading has expanded rapidly into new markets, in-
cluding financial instruments, currencies, and stock indices.
According to a September 1983 article written by a vice president
and chief economist for Conti Commodity Services, Inc., this
expansion can be viewed as a reaction to the risks posed by
increased price, interest-rate, and exchange-rate volatility
throughout the world. As touched on in chapter 1, futures markets
fulfill two primary economic functions in that they facilitate
price discovery and provide a method for allocating risk. These
functions are described more fully below.

Price discovery function

Price discovery occurs when traders buy and sell futures con-
tracts in the various commodity exchanges. The prices agreed to
represent the consensus of what traders believe commodity prices
will be in the future, based on information today. With respect
to grain, prices are determined by the basic forces of supply and
demand, but the actual "discovery" of the specific price of a com-
modity at any given point in time results when buyers and sellers
of grain futures agree on a price in the "pits" or "rings" of the
commodity exchange. These prices reflect the changing consensus
of opinion among buyers and sellers around the world about the
current value of grain to be delivered in the future. Changes in
supply and demand are reflected and changing market conditions
become readily apparent through activity in the market. We have
been told by commodity experts that traders anticipate when
changes are occurring in market conditions and export demand
simply by observing what is happening on the floor--such as noting
who is trading with whom. We were told that if an export sale is
made and a trader hedges this sale by buying a similar amount of
the commodity in the futures market, this new demand will be imme-
diately assimilated by the market and reflected in the prices that
are rapidly dispersed throughout the world. Prices established in
U.S. grain futures markets are recognized as worldwide price ref-
erences for grains. These competitively discovered prices enable
buyers to decide when to buy their future grain needs and allow
sellers to consummate that business simply and efficiently.
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CHAPTER 3

U.S. FUTURES MARKETS ARE MONITORED

PUBLICLY AND PRIVATELY

Another means by which the federal government ensures fair-
ness and integrity in the U.S. grain marketing system is through
the activities of the Commodity Futures Trading Commission
(CFTC). Created by the Congress in 1974, CFTC has regulatory
responsibility over the activities of all futures markets and
oversight responsibility over the self-regulatory activities of
the markets themselves. Through these actions the CFTC attempts
to assure participants and the public that the markets are being
used appropriately for discovering prices and hedging the risks
associated with commodity ownership. CFTC also attempts to pro-
tect the markets from manipulation and fraud through an extensive
market surveillance program. To do this, CFTC economists con-
stantly analyze active futures markets for supply/demand price
imbalances, which can signal pending market disruptions. Although
such surveillance frequently detects situations that forewarn of
possible market problems, such situations are generally resolved
quickly before any apparent price distortion occurs and without
the need for strong levels of CFTC action.

The futures industry has experienced phenomenal growth over
the past 15 years. Many more contracts are being traded now than
just a short time ago (see graph, p. 45), many new types of con-
tracts are being traded, and the number of participants involved
in the markets has increased dramatically. This rapid industry
expansion has occurred with little increase in CFTC's resources to
handle the added workload. Futures markets, however, are also
monitored or regulated from within. Such self-regulation is
carried out by the 11 commodity exchanges themselves and most
recently by the newly created National Futures Association (NFA).
There are some similarities in the regulatory activities of the
CFTC, CBT, and NFA--and also some philosophical differences.
However, although each organization has distinct mandated respon-
sibilities, they do share a common purpose and commitment to
protect the integrity of the commodity markets. To this end,
coordination can and frequently does occur.

ROLE OF FUTURES MARKETS

The basic economic purpose of futures markets is to help cash
markets work better. They do this, in part, by removing some of
the future uncertainties about prices that would otherwise exist.
Additionally, futures markets exhibit to varying degrees the fol-
lowing factors, which economists agree characterize a competitive
market :

--Many buyers and sellers meet openly, and none control the
market;
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accurate price discovery and opportunities for efficient hedging
through competitive, manipulation-free markets."

CFTC's oversight and regulatory process includes (1) review-
ing and approving standardized contracts! tailored to the trading
of particular commodities, (2) conducting market surveillance
programs to identify adverse market situations and prevent them
from disrupting futures markets, (3) screening and registering
individuals who deal in commodities, (4) conducting audit and
financial surveillance of commodity exchange activities and rec-
ords to detect and deter practices that could result in loss of
customer funds, (5) overseeing commodity exchange self-regulation
and the exchange's enforcement of its own rules, and (6) in-
stituting legal proceedings as appropriate when possible viola-
tions of the Commodity Exchange Act are detected. Each of these
activities is essential. Market surveillance, however, was the
one with which we spent the most time because it seemed to tie
more closely with the issues of fairness and integrity and the
overall situation we had been asked to examine.

The futures industry has been growing at a rapid rate, as has
CFTC's oversight and regulatory workload. CFTC resources, how-
ever, have remained relatively constant.

Futures markets frequently require intense monitoring by CFTC
to ensure fairness and integrity; however, the actual incidence of
any serious market problems has been low.

History and objectives

Spurred by an expanding futures industry, CFTC was estab-
lished by the Commodity Futures Trading Commission Act of 1974,
Public Law 93-463 (88 Stat. 1389). This act substantially revised
the Commodity Exchange Act, under which the Secretary of Agricul-
ture had been authorized to regulate futures trading only in cer-
tain specified agricultural commodities. The 1974 act provided
for comprehensive regulation of all commodities, goods, and
services traded in the futures markets. As of April 1975, the act
specified CPTC as its sole administrator.

IThe standardized contract a commodity exchange submits to CFTC
for approval specifies, among other things, the quantity and
quality of the commodity to be delivered and the future time and
place of delivery. CFTC guidelines stipulate that exchanges
wishing to receive approval to trade contracts in particular com-
modities must (1) demonstrate that a proposed contract meets the
test of economic purpose (i.e., it facilitates price basing and
risk shifting), (2) establish that contract terms and conditions
are written so that the contract is likely to be useful to market
participants and is not conducive to price manipulation or
distortion, and (3) affirm that trading in the contract will not
be contrary to the public interest.
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Transferring risk (hedging)

Futures markets are used for protection against both
increases and decreases in cash prices. This function of trans-
ferring risk, or hedging, allows individuals or firms who are
unwilling to bear the risks associated with commodity ownership
(hedgers) to shift the risk to others who are willing to accept
these risks in return for possible profits (speculators). Market
participants are therefore able to lock in a price in advance for
grain they will buy or sell later. This process minimizes the
risk of adverse price movements over time. Conversely, through
this process, hedgers give up the opportunity for significant
gains from favorable price changes.

With specific regard to grain, the basic principle of hedging
is as follows: grain owners can offset the risk they face from
downward shifts in prices by selling equivalent amounts of grain
in the futures markets. Because cash grain and futures prices
tend to move in parallel fashion, the potential for loss from one
position is offset by the potential for gain from the opposite
position. Those who use this risk protection mechanism tend to be
merchants or exporters, processors, grain elevators, and to a
lesser extent, farmers. They all share the need to minimize the
risks inherent in agriculture, which are due to such factors as
adverse weather, unforeseen government actions, strikes, and
transportation problems.

Speculators assume the risks of price changes that hedgers
are unwilling to take in the hopes of making profits. Speculators
attempt to predict price changes and then buy or sell futures con-
tracts that will make them profit from the expected changes in
prices. In contrast to hedgers, speculators generally do not deal
in the physical commodity itself and are in the market purely for
the opportunity to profit from price change.

Speculation is an indispensable part of all futures market
activity. By standing ready to purchase or sell futures contracts
based on price alone, speculators increase the liquidity, effi-
ciency, and competitiveness of futures markets. Their facilita-
tion of the hedging process provides greater price certainty and
enables hedged firms to operate at lower costs and to theoreti-
cally, at least, pass those lower costs on to consumers in lower
prices.

CFTC REGULATION OF FUTURES TRADING

CFTC is a small, independent federal regulatory body estab-
lished by the Congress to oversee the workings of a rapidly ex-
panding futures industry. It has jurisdiction over all futures
trading, market professionals, self-regulatory bodies, and en-
forcement, and has extensive emergency powers. CFTC has summar-
ized its responsibility by saying that "its purpose is to ensure
fair practice and honest dealing in futures trading, permitting
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analyzing data on supply and demand conditions and on the size and
dominance of traders' market positions. We concluded that CFTC,
faced with a growing futures industry and a static surveillance
staffing level, needed to identify and explore approaches that
will increase the productivity and effectiveness of its surveil-
lance staff. We recommended a number of actions designed to
improve CFTC's data-collection and processing systems.

CFTC has since taken some actions. For example, the head of
CFTC market surveillance told us that progress has been made in
procuring automatic data-processing equipment that will assist the
agency in its market surveillance. The planned automatic data-
processing hardware conversion was completed ahead of schedule in
August 1984, and much of the data used in surveillance has since
been put in the system. We were advised that the agency was
developing automatic data-processing software packages to allow it
to perform more sophisticated and timely analyses of the data. No
timetable was given for when such packages would be available,
although CPTC, in commenting on this report in December 1984, said
that software developments to enhance the total automatic data-
processing were underway.

We were also told that new positions were created for two
auditors subsequent to our 1982 report. The two auditors are re-
sponsible for verifying some of the data CFTC receives and uses in
its market surveillance activities. This action was taken in
response to one of our recommendations concerning the accuracy of
data CFTC was receiving. These two auditors, working out of
CFTC's Chicago and New York City offices, audit two to three bro-
kerage houses per week. 1In the year and a half that they have
been working, dozens of warning letters have been sent to broker-
age firms where problems were detected. Most such problems have
been resolved quickly. 1In one instance, a firm was fined $20,000
because of a reporting violation; in a second instance, a firm was
fined $30,000.

CFTC organization

Three main divisions carry out CFTC's objectives of futures
industry oversight, regulation, and enforcement. They are the
divisions of enforcement, trading and markets, and economic
analysis.

The Enforcement Division is very centralized and investigates
alleged violations of the Commodity Exchange Act and CFTC regu-
lations. Cases may be referred to the Justice Department for
criminal prosecution. The enforcement staff is comprised of
investigators and prosecutors.

The Trading and Markets Division (1) registers industry pro-
fessionals, (2) performs audits of commodity futures brokerage
houses and clearing associations, (3) conducts rule-enforcement
reviews to ensure that the exchanges fulfill their self-regulatory
responsibilities to enforce rules and regulations, (4) reviews the
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CFTC was established to ensure that futures trading is fair,
customers' rights are protected, and financial and economic integ-

ritv in the marketnlace are maintained. To meet thege ohiectivesg
rity 1n the r P are Mmaintalined, JO meet these objectives
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CFTC structures its regulatory program around three areas:

--oversight of commodity or futures exchanges to pre-
vent manipulation and ensure that they effectivelvy
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carry out their self-requlatory responsibilities;

--regulation of commodity professionals to ensure the
integrity and financial stability of those selling
futures to the public; and

-=-enforcement, to ensure that those who commit fraud or

CFTC has specific guidelines and regulations in place to carry out
these functions,

Congress has twice reauthorized CFTC--once in 1978 and again
in 1982, To assist the Congress in these reauthorizations, we
conducted extensive reviews of CFTC's activities and operations.

In 1978 we reported (GAO/CED-78-110; May 17, 1978) a number
of weaknesses in the way CFTC was carrying out its responsibili-
ties. Related to market surveillance, we found problems with the
(1) timeliness, accuracy, and completeness in futures and cash
positions data collected from individual traders, (2) unreliabil-
ity of cash price data, (3) unavailability of information on deli-
verable supplies, (4) unavailability of quantitative indicators
for detecting market manipulation, and (5) extent to which manual
techniques were being relied upon for analyzing market data. It
was noted that CFTC had experienced some difficulties with foreign
traders. For example, postal delays had rendered some data un-
timely for market surveillance, and some foreign brokers had re-
fused to supply information on specific traders. These problems
were exacerbated by a lack of enforcement capability over foreign
traders. It was also noted that the market surveillance efforts
of both the CFTC and the exchanges could be more effective with
improved coordination, mutual understanding, clear delineation of
responsibility, and a sharing of market data. We recommended sev-
eral steps to improve the efficiency and effectiveness of market
surveillance.

Our 1982 report (GAO/CED-82-100; July 15, 1982) recognized a
number of the changes made by CFTC in response to recommendations
contained in the earlier report. Regarding market surveillance,
we reported that weaknesses in CFTC's overall automatic data
processing system prevented it from effectively collecting and

2CFTC's reauthorizations are for 4-year periods; CFTC will be due
for reauthorization again in 1986.
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causing that market to no longer accurately reflect true supply
and demand conditions. Consequently, a surveillance program needs
to collect, analyze, and compare~-on a daily basis~-data concern-
ing overall supply and demand conditions in the cash market, sup-
plies that are deliverable against the futures contract, cash and
futures prices and price relationships, and the size of hedgers'
and speculators' positions in the futures markets. The market
surveillance activities of CFTC's Division of Economic Analysis
involve, among other things, monitoring large trader positions,
maintaining speculative limits for grains (see discussion on

p. 39), and analyzing supply/demand data.

CFTC large-trader reporting system

A main goal of market surveillance is to prevent an individ-
ual or group of traders from controlling or manipulating the
futures markets and thereby causing prices to inaccurately reflect
supply and demand. To do this, a market surveillance system must
be able to track the relative cash and futures positions of the
various traders and identify when the dominance of one or more
traders is capable of creating distortions.

At the heart of CFTC's market surveillance system is its
large-trader reporting system. Under this system, CFTC receives
daily reports from two sources: commodity exchanges and futures
commission merchants or foreign brokers who handle futures trading
accounts. Exchanges must report to CFTC, by commodity, by future,
and by clearingmember, the aggregate proprietary and customer
positions, trading, and delivery information. They do this on
what are called '00 reports, or clearinghouse sheets. Futures
commission merchants and foreign brokers report the positions of
individual traders on a series '01 report but only for traders who
show an aggregate futures position of 500,000 bushels or more for
all grains except oats, where 200,000 bushels or more are report-
able. Positions under these reporting levels are not required to
be routinely reported. Futures commission merchants and foreign
brokers must also report information on who owns and controls the
accounts once a reportable position is reached (form 102). CFTC
uses several methods of cross-checking these accounts and agare-
gating a given trader's position, which may be spread across
several brokers. Biographical, account ownership, and control
information is provided by each new trader on a form 40 and is up-
dated annually. A check can be made to see if a newly identified
trader is already in CFTC's system. CFTC also has on record
whether the trader is a declared hedger or speculator with a list-
ing of all brokers used by that trader. Future reported positions
are checked against this data for consistency.

It is possible for traders to evade some of these reporting
controls. For example, traders who wish to evade the '01 report-
ing requirements may carry accounts at several futures commission
merchants or brokers in the same commodity. 1If the positions in
each account were below the 500,000 bushel reporting level
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terms and conditions of proposed futures contracts, and (5) drafts
and revises CFTC regulations. The division is staffed with attor-
neys and auditors. CFTC recently authorized NFA to process the
registration applications of most industry professionals. 1In
addition, NFA has assumed responsibility for direct financial
audits of its members.

The Economic¢ Analysis Division must approve the standardized
contract for each commodity to be traded in futures markets by
ensuring that it facilitates price basing or risk shifting and
that it 1s not contrary to the public interest, Additionally,
this is the division most involved in market surveillance. Within
the division the market surveillance section routinely monitors
trading on all exchanges to detect actual or potential manipula-
tion or price distortion. The efficiency of the market in con-
verting all kinds of information into price changes is decreased
when futures prices become distorted for whatever reason and do
not reflect true supply and demand conditions. Large price
changes can occur as a result of such things as strikes and poli-
tical changes, or actions by traders attempting to control the
available supply. Regardless, CFTC oversees the market to monitor
deliverable supplies and large trader positions, so that the mar-
ket and its participants are not exploited under any conditions.
When supply/demand price relationships become unbalanced, all
traders and ultimately the entire industry may be harmed. CFTC
has authority to impose stiff penalties for price manipulation,
In addition, manipulation is a felony punishable by up to 5 years
in jail and fines of up to $500,000 for firms and $100,000 for
individuals per violation, Each Friday the director of market
surveillance presents a briefing to the CFTC commissioners and
senior staff to discuss the status of expiring contracts, the
situation in specific markets of particular interest, and the
course of action for dealing with any potential market problems.

The functions of the Division of Economic Analysis are car-
ried out by research, market analysis, and market surveillance
staff located in Washington, D.C., and by market surveillance
staffs located in Chicago, New York City, Kansas City, and
Minneapolis. Our review focused primarily on market surveillance
activities in Chicago, where most grain futures trading takes
place.

Market surveillance at CFTC

To serve their economic purposes of facilitating price bas-
ing and providing a means for shifting risk, futures markets for
each individual commodity must function competitively, free from
artificial prices or distortions. The goals of market surveil-
lance, then, are to spot adverse situations in futures markets--
primarily price manipulations-~as they develop and to prevent dis-
ruption of these markets., To accomplish these objectives, a mar-
ket surveillance program must determine when a trader's position
in a futures market becomes so dominant that it is capable of
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trader's cash position to his futures position. A trader's
futures position is allowed to exceed his cash position, but by no
more than 3 million bushels.

Some critics of the U.S. grain marketing system have sug-
gested that large grain traders engage in speculative behavior in
futures trading. In this regard, the market surveillance director
in Chicago told us that there is little incentive for large com-
mercial traders to speculate; it is not consistent with their
business interests. Speculative behavior on the part of large
traders, he said, would involve a far greater financial risk than
any well managed large corporation would be willing to contem-
plate, Grain traders we spoke with generally confirmed this
statement. We were told that grain traders make their money buy-
ing and selling grain, that they do not make it speculating in the
futures markets. A Cargill, Inc., representative told us that
they try to be as perfectly hedged as possible, but that this is
difficult, given their size. He indicated that a grain trader is
constantly faced with making decisions regarding how to best mini-
mize his risks, as opposed to how to best make money in the
futures markets through speculation.

CFTC analyzes supply/demand data

In addition to the information gathered through the large-
trader reporting system, CFTC gathers supply and demand informa-
tion from USDA and various trade publications. Seasonal reports
on planting intentions, actual plantings, and potential yields are
gathered and analyzed. Aggregate export information and, in par-
ticular, export shipment information from Chicago is considered.
To determine the extent of supplies at delivery points, reports
are received by CFTC from grain elevators, showing their current
stocks. Surveillance economists also contact traders who may not
necessarily have excess futures positions, but who have "deliver-
able supplies.” CFTC contacts them to see whether these supplies
may be released into the market. Although CFTC also receives
USDA's weekly export sales reports, we were told that little use
is made of this data for surveillance purposes except as a general
indicator of aggregate export demand.

As discussed in chapter 1, futures contracts are traded only
for specific delivery months, which are established by the ex-
changes.3 CFTC and the exchanges concentrate their market sur-
veillance analysis on contracts that are expiring because it is at
these times that the markets are most vulnerable to various forms
of manipulation. Such manipulation causes artificial price move-
ments that are not supported by actual supply/demand conditions

3In the case of corn, for example, futures trading at the CBT is
conducted in five separate delivery months: December, March,
May, July, and September.
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(200,000 bushels for ocats), CFTC might be unaware that the trader
was holding an overall reportable position above the required
reporting levels. However, according to CFTC's director of market
surveillance in Chicago, the reporting levels were purposely set
at a position level much lower than would be alarming to surveil-
lance economists in order to compensate for this possibility.
Furthermore, spreading large positions out among many brokers at
such a low reporting level can be costly and impractical for the
trader.

An additional monitoring mechanism allows surveillance econo-
mists to further investigate the positions of large traders. CFTC
surveillance economists may issue a "special call," which requires
a trader to report his positions with all brokerage firms relative
to each exchange where the particular commodity is traded. The
trader is required to give information on his trading and delivery
activity and classify his open positions as hedging or specula-
ting. This mechanism is used

--when a trader is using too many brokers to be easily
monitored through the '01 reports,

--if part of a trader's position is being carried through a
foreign broker and the '01 report is not received from the
broker in a timely fashion, or

--if CFTC needs to determine the status of a trader as a
speculator or hedger,.

According to the market surveillance director in Washington,
approximately 15 "special calls" have been issued since Janaury 1,
1982. Of the five or six that were outstanding at the time of our
work in October 1983, none involved grain traders, The market
surveillance director also told us that they have had few compli-
ance problems with the "special calls" process.

Speculative limit controls

Another means by which CFTC oversees and controls grain trad-
ing is by preventing speculators from accumulating concentrations
of contracts of a size sufficient to squeeze (Or corner) a market.
CFTC limits each speculator's trading position to 3 million
bushels in any one grain future, or net (all futures combined).

To enforce this limit, the market surveillance staff reviews daily
large trader reports for potential violations. Although bona fide
hedgers are exempt from speculative limits, to monitor that exemp-
tion CFTC requires grain traders with futures positions in excess
of 3 million bushels (2 million bushels in the case of ocats) to
submit a weekly statement of cash positions in grain (CFTC-204).
These statements show the total cash position of each trader,
which reflects the amount of his actual physical ownership of each
commodity and the amount of his fixed price purchases and sales
for which he has a legitimate cash risk. CPTC compares each
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"It shall be a felony punishable by a fine of not more
than $500,000 or imprisonment for not more than five
years, or both, together with the costs of prosecution,
for any person to manipulate or attempt to manipulate
the price of any commodity in interstate commerce . . .
or to corner or attempt to corner any such commodity,
or knowingly to deliver or cause to be delivered for
transmission . . . false or misleading or knowingly in-
accurate reports concerning crop or market information
or conditions that affect or tend to affect the price
of any commodity in interstate commerce. . . .

In this latter regard, CFTC officials told us that felony cases
must be pursued by the Department of Justice.

The first line of defense to a potential market manipulation
or abuse is through the self-regulatory powers of the commodity
exchange itself., This approach generally has proven successful
because in a competitive environment, an exchange's reputation and
the financial health of its members are critical to the exchange's
existence and success. There is considerable incentive for an
exchange to prevent any activity by its members that may threaten
its integrity.

Secondly, CFTC has an arsenal of its own to use against mar-
ket manipulation or abuse. CFTC's options include using its emer-
gency powers to suspend trading, increasing margins, or forcing a
contract's liquidation, to more subtle means of persuading traders
to act responsibly. Often the CFTC and the exchanges work toge-
ther to diffuse a potential market problem. The CPFTC will avoid
actual government intervention in an active market as long as the
exchange is addressing the situation effectively and responsibly.

Incidence of market
manipulation or abuse

CFTC's market surveillance frequently detects market situa-
tions that forewarn the agency of possible market problems. These
situations are observed and, if necessary, verbal contacts are
made with the brokers or traders whose futures positions seem out
of balance. These contacts may be for the purpose of asking ques-
tions, confirming reported positions, alerting the brokers or
traders as to CFTC's concern for the situation, or warning them to
conduct their trading responsibly. According to Chicago's market
surveillance director, these verbal contacts are quite effective
in resolving many potential problems at an early stage.

The incidence of stronger levels of action taken by CFTC is
small relative to the numbers of futures contracts traded. Chi-
cago's market surveillance director told us that warning letters
have been sent to traders with respect to only about four or five
of the over 200 different commodity contracts expiring in Chicago
each year. 1In addition, CFTC has taken emergency actions only

42



and may result in a trader or traders benefitting from the situa-
tion at the expense of other participants. CFTC is alerted to
possible manipulation through its day-to-day analysis of prices,
positions, and supply/demand data. A sudden movement in prices in
a given contract (e.g., the July corn contract) could be a signal
of something gone awry. Similarly, if a trader or group of trad-
ers hold, for example, excessively long (buying) positions during
the final weeks or days of an expiring futures contract and at a
time when there are only limited supplies, this could be a signal
of an attempted squeeze by a certain trader or traders, which
would then be followed closely. The July 1983 corn contract is an
example of a market that was potentially vulnerable to manipula-
tion. Corn supplies were in short supply at that time because it
was the end of a crop year, the harvest from the new crop year was
hurt by drought, and some otherwise available surplus supplies
were obligated through the federal government's payment-in-kind
program.4 CPTC closely monitored the situation through analysis
of the information as outlined, was in very close contact with a
number of large traders, and--working closely with CBT surveil-
lance staff--helped ensure the contract's successful completion

without any major disruptions.

CFTC authority and procedures
to prevent market abuse

CFTC is authorized under the Commodity Exchange Act to take
actions to prevent individuals or groups of traders from control-
ling prices or otherwise manipulating the futures markets.,
Section 6(b) of the act, for example, specifies that

"Upon evidence received, the Commission may prohibit
such person from trading on or subject to the rules of
any contract market and require all contract markets to
refuse such person all trading privileges thereon for
such period as may be specified . . . and, if such
person is registered with the Commission in any capa-
city, may suspend, for a period not to exceed six
months, or revoke, the registration of such person, and
may assess such person a civil penalty of not more than
$100,000 for each such violation."

Section 9(b) of the act additionally stipulates that

4The payment~in-kind program was announced by USDA in January
1983, Under this program, producers who take portions of their
acreage out of production receive as payment a certain percentage
of the commodity they otherwise would have planted and harvested.
The program's overall objectives are to (1) reduce production of
certain commodities, (2) reduce surplus commodity stocks, (3) in-
crease commodity prices, and (4) avoid increased budget outlays
that would otherwise be necessary under existing farm programs.
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CFTC controls over foreign traders

One of the things we looked for during this assignment was
whether foreign traders were enjoying any special trading privi-
leges or whether they represented a particular threat or problem
to U.S. grain marketing., We were told by CFTC that although its
reporting requirements and regulations are the same for foreign
traders as they are for domestic traders, the verification of
data, resolution of problems, and enforcement of violations are
all more difficult with regard to foreign traders. 1In the past,
legal questions have been raised regarding CFTC's ability to
examine the records of foreign entities; a subpoena must be
secured or a special call issued. We were told of only one case
in which CFTC pursued legal access to the records of a foreign
firm; this was not, however, a firm that dealt in grains.

Chicago's market surveillance director told us that in
Chicago, where the majority of grain futures are traded, they have
not had any problem in the past few years with foreign traders
failing to comply with applicable reporting requirements and reg-
ulations. Part of this success may be attributed to

--market-wide surveys that CFTC periodically conducts to
identify reporting evaders;

--the issuance of "special calls" to which traders must reply
by telex within 24 hours;

-~a regulation, effective June 1980, that requires each
foreign trader to have an agent in the United States to
receive official communication from CFTC or to have a U.S.
broker as its agent; and

--a regulation, effective January 1982, that allows CFTC
to contact and inform applicable brokers that a certain
trader is prohibited from increasing his position in a
given commodity because the trader failed to respond to a
CFTC call.

One CFTC official told us that the two regulations, particu-
larly, have improved communications with foreign traders and have
eased some of the logistical problems that had previously been
experienced.,

CFTC's resources have remained
relatively constant in the midst
of rapid industry expansion

The U.S. futures industry has grown tremendously in recent
years. This growth is reflected in the following graph, which
depicts the number of individual futures contracts traded from
1968 through 1983. As can be seen, the 139.9 million futures
contracts traded in 1983 represented a level of trading activity
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four times since it was established. Only two of these emergency
actions involved grain trading. On March 15, 1979, CFTC suspended
trading for one day in the March 1979 wheat futures contract being
traded at CBT. CFTC believed an emergency existed as a conse-
quence of significant transportation and warehouse facility short-
ages, and that the combined trading positions being maintained by
a small number of speculative traders were a threat to the market.
On March 16, 1979, CFTC ordered the termination of trading for the
three remaining trading days of the contract because of the
threatened price manipulation. During that weekend, however, CBT
obtained a court injunction against the CFTC order.5 Trading on
the commodity contract was resumed on Monday, and the contract ex-
pired with only small price changes during the last three trading
days.

The other emergency action involving grain resulted in a
brief suspension of trading of all grain futures at all commodity
exchanges following President Carter's embargo of grain sales to
the Soviet Union on January 4, 1980. CFTC took this action be-
cause it believed that the embargo prevented the market from
accurately reflecting the forces of supply and demand for grains.
The action ordered the suspension of trading in all grain futures
contracts for the trading days January 7 and 8, 1980. The purpose
of the action was to help maintain orderly trading in grain
contracts and to provide a reasonable period for impact of the
President's action and the details of the expected remedial gov-
ernmental action to become disseminated and assessed by the
marketplace.

In terms of regulation and intervention in market activities,
CPTC must walk a fine line. CFTC officials have emphasized that
the market is quite sensitive to "over-regulation."” Employed
judiciously and effectively, CFTC's market surveillance activities
provide assurance to market participants that the market is sound
and fair. Too much involvement and action on CFTC's part, how-
ever, can create the opposite perception and work to discourage
market participation.

5Tfhe U.S. Court of Appeals for the Seventh Circuit later reversed
the District Court's injunction decision, ruling that CFTC's
emergency powers were not reviewable by the courts. Subsequent
to this decision, however, the Congress in 1983 provided that
CFTC's emergency powers were to be subject to "review only in the
United States Court(s] of Appeals . . . based upon an examination
of the information before the Commission at the time the deter-
mination was made." The standards for reviewing CFTC's actions
are whether these actions are "arbitrary, capricious, an abusive
discretion, or otherwise not in accordance with law."
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widely recognized as a commodity, which set the stage for the cre-
ation of various new financial futures instruments, which are now
being traded. In addition, there was increased commercial par-
ticipation in the futures markets by many other interests—--home
builders, real estate developers, millers, livestock feeders,
manufacturers, merchandisers, and farmers. This increased par-
ticipation reflected a growing awareness and understanding of
futures markets and a greater appreciation of the usefulness of
futures as a marketing, pricing, and risk-management tool. To
attend to this expanding market, the pool of industry profes-
sionals has also arown quickly. The number of brokers, sellers,
and other professionals registered with CFTC rose from 36,000 in
1979 to over 56,000 in 1982. Also, recent congressional authori-
zation for experimental programs for organized trading of options
on agricultural futures is expected to increase futures market
participation even more (see p. 69 for additional discussion of
agricultural options).

Although the industry has expanded at a fast pace, CFTC's
resources have remained relatively constant. Employment figures
at CFTC, for example, have ranged from 444 to 469 during the per-
iod 1977 to 1982, At the time of our review, the market surveil-
lance staff in CFTC's Chicago office was made up of 34 people.

The Chicago and New York City offices are the two largest regional
CFTC offices, and they are responsible for overseeing 9 of the 11
commodity exchanges. The Chicago surveillance staff is made up of
a director, 15 reports processing personnel, an auditor, and 17
economists and statistical assistants.

The fact that CFTC's resources have remained relatively con-
stant over the past several years in the face of a rapidly expand-
ing industry emphasizes the need for CFTC to identify and explore
approaches that will increase the productivity and effectiveness
of its overall market surveillance. This was one of the conclu-
sions we reached in 19826 regarding the CFTC; we consider it as
relevant today as it was then. CFTC's constant resources in view
of an expanding industry also highlights the importance of indus-
try self-requlation. The subject of self-regulation, along with
some of the self-requlatory activities of the CBT and NFA, are the
focus of the remainder of this chapter.

SELF-REGULATION IN U.S. GRAIN FUTURES MARKETS

Futures markets have a strong tradition of self-regulation
dating back to the mid 1800's. This self-regulation is carried
out largely by the commodity exchanges having responsibility for
the activity on their own floors and for the activities of their
members. Self-requlation has apparently worked--as evidenced
somewhat by the continued existence and success of the industry

6GAO/CED-82-100; July 15, 1982,
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approximately 15 times greater than the 9.3 million contracts
traded in 1968. The graph also reflects the number of futures
contracts traded at CBT over the same period.
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Source Prepared by GAO based on information obtained from CFTC and CBT. The original source of the information for at least the years 1979
through 1983 was the Futures Industry Association

The value of futures contracts traded each year is in the
trillions of dollars. 1In 1982, for example, it was estimated that
the annual value of contracts being traded was in excess of $5
trillion., Our 1982 CFTC report discussed some of the reasons for
this tremendous increase in volume and importance of futures trad-
ing. Prominent factors included economic uncertainty, high infla-
tion, and high interest rates, which caused a greater need for
risk protection. These factors also resulted in money being
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The organization we were most interested in at CBT was the
Office of Investigations and Audits. This office, with a staff of
49, is organized into four major groups that conduct the following
activities:

--Audits and examinations Examines books and records of
member firms on a reqular and impromptu basis for compli-
ance with CBT requirements.

-~Financial surveillance Reviews and analyzes financial
reports submitted by members, and ensures that the finan-
cial conditions of new members, refiners, and shippers meet
CBT redguirements.

--Investigations Performs inquiries into complaints for
possible rule violations and maintains surveillance of
floor trading practices to detect and/or deter possible
rule violations,

-~Market surveillance Monitors positions of members and
thelr customers to prevent market congestion and determines
extent of compliance with rules and regulations,

Of these activities, the one we examined most closely was
market surveillance, which corresponded to our work at CFTC.
CBT's market surveillance activities are described briefly below.

Market surveillance at CBT

CFPTC regqulations require each commodity exchange to maintain
a program for the surveillance of market activity for indications
conducive to possible price distortion. Such a program is to pro-
vide the means of recognizing adverse situations in futures
markets as they are developing and before the market has been dis-
rupted., According to CPFTC, such a program must also have a know-
ledgeable, aagressive, and independent staff that has the capacity
to obtain the necessary data on which its judgment must be based.

CBT's market surveillance proaram and procedures are similar
in some respects to those of CFTC. Like CFTC, the CBT market sur-
veillance staff (made up of 10 people) gathers and analyzes infor-
mation on traders' cash and futures positions, supply and demand,
and prices, and attempts to detect imbalances in supply/demand
price relationships. CBT uses some USDA data to project supply
and demand conditions; CBT surveillance officials told us, how-
ever, that USDA's export sales reports are not among the data they
routinely use. Like CPTC, the CBT surveillance staff gears its
activities toward the "nearby" or expiring futures contract,
as this is the most vulnerable point for attempted trader
manipulation.

The CBT surveillance staff receives some data on various
member firms through several computer-based systems. One such
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for over 100 years. One futures market expert recently hypothe-
sized that futures markets will not tolerate unfair market condi-
tions, where one group can consistently and systematically take
advantage of the others. Such a situation--were it flagrant
enough--would drive away those who were being taken advantage of,
the market's liquidity would diminish, and the market would fail.
One congressional critic we talked with was skeptical of this
theory, however. He questioned just how much of a self-policing
mechanism there was in the futures markets. He suggested that
inequities in trading are not always detected and corrected be-
cause many market losers quietly fade away, only to be quickly
replaced by others from a large pool of prospective market
participants.

There is movement toward greater self-regulation. 1In 1968
the Congress enacted legislation to require exchanges to enforce
their own rules. 1In 1974 CFTC was authorized to approve or dis-
approve exchange rules and was given a strong oversight and
enforcement role. CFTC conducts rule-enforcement reviews to gauge
how well the exchanges are regulating themselves, and whether they
are ready to take on additional self-regulatory responsibilities.
As the industry has expanded and the federal budget increasingly
tightened, the need for additional and more effective self-regqula-
tion has been recognized. 1In this regard, CFTC in 1981 approved
NFA as the industry's first self-regulatory association. NFA
began its operations October 1, 1982, mainly as a self-policing
force over the professional conduct and financial responsibility
of its members.

CBT: an example of how an
exchange regulates itself

CBT is the oldest of the 11 commodity exchanges in the United
States. It is also the largest, handling 45 percent of the 140
million futures contracts traded by all exchanges in 1983 and
93 percent of all wheat, corn, and soybeans contracts traded in
1982, Additionally, it handles the trading of futures contracts
of a variety of other commodities, including plywood, gold,
silver, heating o0il, unleaded gasoline, and a host of financial
instruments.

CBT is governed by a board of directors made up of an elected
chairman, vice-chairman, 15 member directors, three public direc-
tors, and the president of the exchange. Policymaking for all
phases of exchange activity is the responsibility of this board
and a number of member committees. There are two major committees
at CBT--the floor governor's committee, which monitors floor trad-
ing activities, and the business conduct committee, which monitors
some 2,000 exchange members and their activities. Administration
of the exchange at the top level is handled by an appointed presi-
dent, an executive vice-president, and 11 vice-presidents. Ap-
proximately 460 staff members carry out the work of the exchange.
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CFTC has criticized CBT's disciplinary program and the fact that
the exchange has taken disciplinary action only very infrequently.

CBT and CFTC relationship
regarding market surveillance

CBT and CFTC share the same objective of protecting the
futures markets from manipulation and abuse, Both have a market
surveillance system to help them achieve this objective. Accord-
ing to market surveillance officials at both CBT and CFTC, during
the delivery month of each futures contract they are in frequent
telephone contact with each other; supply/demand and trader
position information is readily exchanged.

Although this relationship exists, which is certainly condu-
cive to better market surveillance, over time CBT and CFTC have
had differences of opinion as to what constitutes adequate market
surveillance and proper regulatory actions. CFTC, for example,
maintains that a large~trader reporting system that provides in-
formation on concentrations of positions of traders is critical to
prompt, effective market surveillance. CBT has stated, however,
that an effective market surveillance program is one that is sen-
sitive to price distortions and is capable of discovering whether
such distortions are due to natural or unnatural causes. CBT has
claimed that large-trader data is needed only after it has been
determined that price distortions are due to unnatural causes.
CBT has maintained that a large-trader reporting system generates
unnecessary statistics and paperwork. The CBT surveillance staff
has expressed satisfaction with its ability to obtain information
quickly and cooperatively from member firms when necessary.

CBT and CFTC have also disagreed on when a potential problem
exists requiring regulatory action. For example, as discussed
earlier, CFTC suspended trading with regard to the March 1979
Chicago wheat futures contract because of a situation in which
price manipulation was perceived to be a real threat. According
to a USDA report on this action, CFTC maintained that information
about trader positions and deliverable supplies showed that a
small number of traders were in a position to influence or
"squeeze" the market, if they had chosen to do so. The disagree-
ment between CFTC and CBT came in the amount and type of emergency
action necessary to prevent the threatened manipulation and the
degree of price distortion that is tolerable in a viable market.
The CFTC wanted trading stopped, believing that there was a clear
threat of manipulation. Finding little evidence of actual price
distortion, CBT, on the other hand, wanted to take less drastic
actions, such as obtaining verbal assurances from the involved
traders that liquidation of the contract would be orderly or
ordering trading for liquidation purposes only. The USDA report
cited differences in regulatory philosophies between CBT and CFTC
that were basic to the disagreement and concluded that egquitable
ways of dealing with such situations needed to be developed. 1In
our discussions with CBT and CFTC market surveillance personnel,
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system, which has been of only minimal value, is CBT's large-~-
trader reporting system. Because of inadequacies in this system,
CBT has been somewhat dependent on CFTC's large-~trader reporting
system when it was considered necessary to examine data of this
kind, As discussed below, CFTC has c¢riticized CBT for not having
an adequate large-trader reporting system in place. 1In response
to that criticism, CFTC officials informed us in December 1984
that CBT has instituted an improved large-trader reporting system,

Incidence of abuse
as discovered by CBT

When the CBT surveillance staff notes a situation of concern,
it attempts to resolve the problem by requiring applicable ex-
change members to put pressure on their specific customers who are
the cause of the concern. This contrasts with CFTC, which direct-
ly contacts traders holding excessive long or short positions.

The process is, however, similar. Like CFTC, CBT initiates verbal
and written dialogue with the member firms having customers hold-
ing excess positions. 1If the situation remains unchanged, CBT has
a variety of additional steps it may take. CBT is only authorized
to extend sanctions to its member firms, however, and must depend
on the firms to, in turn, monitor and control individual traders.

Exchange members may be called before CBT's business conduct
committee to justify their customer's excessive short or long
positions in the delivery month. The committee may require the
member firm to submit information on individual customer accounts,
including foreign trader accounts. CBT may threaten the member
firms with charges of price manipulation if they do not fully com-
ply, require the firms to force their customers to liquidate their
positions, or liquidate the customer's position itself if the
customer refuses to do so based on the member firm's urging.

The head of CBT's Office of Investigations and Audits told us
that foreign traders pose few problems for CBT. First, foreign
traders are connected to CBT by member firms through which CBT
can exercise control. Second, foreign traders do not generally
maintain futures positions late into the expiration period of a
contract. We were told, however, of one exception involving the
July 1983 corn contract. Traders from two foreign countries held
positions late into the expiration period of the contract. They
willingly complied, however, with CBT's requests to liquidate
their positions.

The head of the Office of Investigations and Audits also told
us that there have been only two instances in the past 2 years when
CBT needed to employ the pressure techniques described above. 1In
these instances member firms were threatened with charges of manip-
ulation, with accompanying penalties. The member firms responded,
however, and no such penalties were ever imposed. Only infre-
quently has CBT ordered liquidation of a given position at a cer-
tain price stipulated by CBT. As discussed beginning on page 51,
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NFA: another means
of self-requlation

Additional regulation in the commodity futures industry is
provided by the NFA, the first industry-wide self-regulatory
association. NFA was authorized in the fall of 1981 by CFTC and
began its operations on October 1, 1982. 1Its purpose was to
assume some of CFTC's regulatory responsibilities. Because the
commodities industry had undergone tremendous growth in recent
years, an NFA background paper stated that it was considered a
natural decision to delegate some of CFTC's responsibilities to
NFA as well as to grant the entity some new functions. It was
believed that CFTC would thus be allowed to monitor the expansion
of futures markets more efficiently.

NFA's primary responsibility has to do with the registration
and financial surveillance/audits of futures commission merchants
and various other industry professionals known as commodity pool
operators, commodity trading advisers, and introducing brokers.
It is also responsible for the enforcement of customer protection
rules, uniform business standards, and arbitration of customer
disputes, NFA is also responsible for administering proficiency
tests to commodity professionals.

NFA's headquarters is in Chicago, with another smaller office
located in New York City. As an association, NFA had 1,893 member
firms on January 1, 1985, and expects this number to grow to 2,000
by the year's end. An August 1983 CFTC rule made NFA membership
mandatory for all futures commission merchants. An NFA by-law
prohibits NFA members from doing business with any nonmember or
suspended member that is required to be registered with the CFTC
as a futures commission merchant, introducing broker, commodity
pool operator, or commodity trading adviser. Membership is
voluntary for commodity exchanges (all of them have joined),
commodity-related commercial firms, and commercial banks.

NFA and the concept of a self-regulatory association have the
full endorsement and support of the futures industry, as is evi-
denced by the industry leaders who serve on NFA's board of direc-
tors. These directors represent top brokerage firms, commercial
banks, commodity-related commercial firms, and commodity ex-
changes. NFA is run on a day-to-day basis by its president and
chief executive officer and by a staff that in January 1985 num-
bered 225.

According to an NFA vice-president, NFA's functions are set
up to complement those of CFTC; the two work closely together in
certain circumstances. When disciplining a firm, for example, NFA
maintains close contact with CFTC because of CFTC's oversight re-
sponsibilities. Since beginning operations in 1982, NFA has
investigated customer complaints against member firms and has ex-
pelled three firms from its membership. 1In addition, NFA has
issued what it calls "complaints" and "member responsibility
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~#e sensed a more "laissez-faire" attitude on the part of CBT offi-
cials than with CFTC officials regarding market surveillance and
the need for market intervention.

CFTC's Division of Trading and Markets conducts rule enforce-
ment reviews to determine the effectiveness with which CBT and
other exchanges carry out their oversight and regulatory responsi-
bilities. From such a review, CFTC reported in April 1982 that
CBT's market surveillance program was hampered by an apparently
restrictive scope of review and by too much reliance upon informa-
tion gathered by CFTC. The report stated that CBT's reliance
solely upon CFTC for information concerning market positions of
individual traders placed the exchange in a position where it was
unable to enforce compliance with its rules establishing position
limits. CFTC pushed for and got CBT to commit to designing and
implementing a large-trader reporting system that would identify
and permit the exchange to monitor individual traders. CBT also
agreed to make substantial improvements in its ability to use
computer-assisted techniques to monitor trading for potential
trade-practice abuses.

In a follow-up review, CFTC reported in October 1983 that
some actions had been taken in response to its preceding report.
CFTC expressed concern, however, that although CBT had committed
itself to developing a large-trader reporting system by April
1983, such a system had not yet been implemented. The report
recognized a couple of reasons given by CBT for the delay in
implementation; CFTC did not, however, consider either of them
persuasive, CFTC, in the report, again pushed for quick
implementation of the system,

In its October 1983 report, CFTC was also critical of CBT for
not having an effective disciplinary program. The report stated
that CBT does not have a program that results in the taking of
prompt disciplinary action, as required by CFTC regulation, and
that the lack of such a program compromises the effectiveness of
CBT's investigative staff. CFTC pointed out the almost complete
lack of substantive disciplinary action by CBT during the review
period, even though there were situations where such action
appeared to be warranted. CFTC recommended several changes for
improving CBT's disciplinary program.

In May 1984 the news media reported that CBT was taking steps
to increase its auditing and financial surveillance staffs in
response to CFTC's latest report. It was stated that CBT was act-
ing to comply with all of CFTC's recommendations, including those
related to taking prompt, effective disciplinary action against
members who violate trading rules. 1In October 1984, CFTC reported
that CBT had either fully complied with or substantially complied
with all of CFTC's recommendations regarding its trade practices
and disciplinary programs.
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CHAPTER 4

PROS AND CONS OF MORE STRINGENT GRAIN MARKETING CONTROLS

The impact of the 1972 grain sales to the Soviet Union was
significant. Tighter supplies and higher commodity prices re-
sulted from these sales. Particularly alarming was the belief by
many U.S. farmers, consumers, and others that the Soviet Union had
been allowed to purchase U.S. grain at too low a price and that
several of the large, multinational grain trading firms had bene-
fitted profitably from these sales. Determined that such a situa-
tion would not occur again, the Congress passed legislation in
1973 that established in USDA the export sales reporting system.
Although this system is still in place and appears to be function-
ing well, many of the concerns and suspicions generated back in
the early 1970's continue to persist, largely because of the
financial dilemma faced by many of today's farmers; some have
called for more stringent grain marketing controls, particularly
in the area of export sales reporting.

As part of our examination of USDA's export sales reporting
system and, to a lesser degree, CFTC's and CBT's controls to en=-
sure fairness and integrity with respect to grain marketing, we
attempted to determine whether such controls are sufficient as
they now stand or whether they need to be strengthened. Sugges-
tions have been made by different parties that more needs to be
done if a recurrence of the early 1970's grain situation is to be
avoided and if there is to be fairness and integrity in the mar-
ketplace. An underlying concern of the request behind this
assignment was that the larger grain traders have the capability
of using the market to their advantage at the expense of others,
including farmers. This chapter discusses these issues and the
feasibility of some of the suggestions that have been made for
change. It recognizes the findings of USDA's Advisory Committee
on Export Sales Reporting, which dealt in detail in 1979 with this
overall subject, and advances some additional considerations un-
covered by our review. Those advocating the need for additional
controls have often alleged that the farmer is the one who bears
the brunt of any wrongdoing by large traders and/or foreign enti-
ties involved in grain trading. This chapter discusses some of
the opportunities farmers have for protecting themselves against
unfavorable movements in the marketplace.

RECURRENCE OF 1970's GRAIN SITUATION
SEEMS UNLIKELY; POTENTIAL IMPACT OF
MOST EXPORT SALES SEEMS LIMITED

The agricultural commodity situation has changed dramatically
since the export sales reporting system was put into effect in
1973. Since then supplies have become abundant, and there are
some who now have difficulty understanding the continued need for
such a reporting system. The emphasis in recent years has not
been on how to restrict the flow of grain out of the United
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actions"™ in 66 instances in which it believed that an NFA require-
ment was being, or was about to be, violated. Such actions are
directed toward ensuring each member firm's financial stability,
thereby protecting each firm's customers.

CONCLUSIONS

U.S. futures markets fulfill important economic functions in
that they facilitate price discovery and the allocation of risk.
They exist because of limitations in cash and forward markets and
because of uncertainties and volatility with regard to prices,
interest rates, exchange rates, and other economic factors. These
markets have grown tremendously in recent years in numbers, types,
and dollar value of contracts traded, and in numbers of market
participants. The rapid growth in futures trading and the in-
creasingly important role of such trading in the nation's economy
emphasize the continuing need for regulatory programs that promote
confidence in the operation and integrity of futures markets.

The regulatory programs of CFTC, the commodity exchanges, and
NFA help to ensure a higher degree of fairness and integrity in
futures trading than might otherwise exist. Although each such
entity has gpecific roles and responsibilities, collectively they
share a common commitment to making the futures markets work.
They do work together to achieve this objective.

Market surveillance is an important part of the regulatory
programs at CFTC and CBT and involves the detection of adverse
situations in futures markets capable of creating prices that do
not reflect true supply and demand conditions. CFTC's and CBT's
market surveillance responsibilities seem somewhat overwhelming,
considering today's high level of futures trading activity and the
relatively small staff devoted to this activity. We found little
to suggest, however, that those responsible for monitoring the
grain trade had thus far been unable to keep up with the increases
in futures activity or were performing at levels less than ade-~
quate. Although we did not review either CFTC's or CBT's market
surveillance activities in any depth, we did judge them to be
routine, systematic, and--if followed--capable of disclosing
problems in futures trading that can then be dealt with.

This report contains no new recommendations or suggestions
for improving the market surveillance activities of CFTC or CBT.
We have, however, made previous recommendations with respect to
the various activities of CFTC; we believe that they remain valid.
As noted beginning on page 35, CFTC has taken some action in
response to several recommendations; other CFTC actions currently
underway, and any being taken by CBT in response to the recommen-
dations made to it by CFTC, should continue to be pursued to the
end that both CFTC's and CBT's market surveillance activities are
equal to the challenges of a changing and ever-expanding futures
industry.
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through the daily large export sales reporting system. Export
sales of less than 100,000 metric tons are not included in these
figures; they are, however, included in the discussion beginning
on page 57.

Analysis of Destinations and
Volumes of Daily Large Export
Sales Activity of Wheat, Corn, and Soybeans,
April 1977-September 1982

Number of

instances of Volume Percentage of
large export (millions of volume to total
Destination sales activity metric tons) large export volume
Soviet Union 281 71.1 51.8
China 117 20.6 14.9
Mexico 34 6.7 5.0
unknown? 371 5.7 4.2
India 5 3.6 2.6
Romania 23 2.7 2.0
Nigeria 20 2.6 1.9
Taiwan 20 2.6 1.9
Japan 23 2.5 1.8
Republic of Korea 14 2.3 1.7
East Germany 15 2.3 1.7
Iraq 6 1.4 1.0
Brazil 12 1.4 1.0
Spain 10 1.4 1.0
All othersP 94 10.4 7.5
Total 1,045 137.3 100, 0

aThe destination of an export sale may be unspecified at the time
the sale is made and reported to USDA. Once the destination is

specified, it must be reported to USDA's Export Sales Reporting

Division, which adjusts its records accordingly.

brhis category involves 28 countries, each accounting for less
than 1 percent of the total large export volume,

Source: Produced by GAO from USDA press releases of daily large
export sales activity.

Grain export officials told us that the only time an export

sale causes a real stir in the marketplace today is when it in-
volves a quantity and/or destination that was not anticipated. We
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States, but rather on how to develop new and increased grain mar-
kets. To this end, some point out that the system is important
during a period of abundant supplies--just as it is when supplies
are tight--because it provides useful information to a variety of
parties involved in monitoring and analyzing the markets.

The fact that such a system does exist and is working is a
primary reason why a recurrence of the "surprise" grain sales of
the early 1970's is less likely than it used to be. Export sales
information, along with more and better information about supply/
demand conditions, weather patterns, and so forth have led to a
more enlightened grain marketing system. Information-gathering
and communications capabilities are now much more instantaneous
and sophisticated than before, We were told by government and
grain exporting firm officials that there are far fewer surprises
in grain marketing than there used to be. We were cautioned, how-
ever, that there are differences in the information-gathering cap-
abilities of various market participants and that larger traders
have an advantage in this regard over smaller traders (including
many farmers).

In addition to a greater abundance of supplies and the exist-
ence of more and better information, including that generated by
the export sales reporting system, there are several other reasons
why a recurrence of the early 1970's grain situation appears un-
likely and why the potential impact of any given sale on market
prices--and thus the opportunity for an exporter to systematically
profit on such a sale at the expense of others~-seems limited,
Several of these reasons are discussed below.

Grain sales to countries such
as the Soviet Union and China
have become commonplace

Sales to the Soviet Union and China have become rather com-
monplace over the past 10 years. Such sales do not cause excite-
ment in the marketplace as they once did. There is an element of
calm expectation to them now, as compared with the surprise and
intrigue of prior years. One of the reasons for this can be
traced to long-term grain sales agreements, entered into beginning
in 1975, between the United States and the Soviet Union and China.
These agreements set minimum and maximum levels of grain pur-
chases, which help to remove some of the uncertainties that might
otherwise exist,

The following table shows the number of instances of large
export sales activity (100,000 metric tons or more) that were re-
ported on a daily basis from April 1977 through September 1982.
As can be seen, the Soviet Union and China were at the top of the
list with respect to reports of daily large export sales. Almost
52 percent of the volume of daily large export sales activity was
attributed to the Soviet Union; 15 percent was attributed to
China. The table reflects only export sales activity reported
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Total Export Sales, 1977-82

volume
(in million metric tons)

Fiscal year Wheat corn Soybeans Total
April-Sept. 1977 14.6 22.6 10.1 47.3
1978 30.9 48.8 21.0 100.7

1979 35.6 70.9 22.3 128.8

1980 33.6 55.9 20.5 110.0

1981 43.9 50.4 21.1 115.4

1982 41.0 50.8 26.2 118.0

Total 199,96 299,4 121.2 620,2

Source: Produced by GAO from weekly export sales data provided by
USDA's Export Sales Reporting Division,

As can be seen from the table, total export sales volume dur-
ing the 5 1/2-year period was 620.2 million metric tons, Of this
amount, 137.3 million metric tons, or 22 percent, represented
large export sales of 100,000 metric tons or greater. This is
shown in the following table, which breaks down the size of all
large daily export sales and shows each size category's relation-
ship to total large daily export sales volume and total export
sales volume.
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were also told that the Soviet Union and China are now buying less
secretly and in smaller increments than they once were.

Although grain sales to countries such as the Soviet Union
and China have become more commonplace than they once were, USDA
pointed out in its comments on this report that China substan-
tially reduced its grain imports from the United States in
1983-84. USDA stated that there is some question whether U.S.
grain sales to China will remain as commonplace in the near future
as they have been. USDA further stated or implied that the Soviet
Union and China are highly unstable customers, that substantial
opportunity for these countries to shock export markets remains,
and that such a situation supports the continued need for its
export sales reporting system,

Most sales are small in relation

to total market activity

It seems unlikely that a particular export sale or set of
sales would have a dramatic impact in today's market because the
volume of most sales is small in relation to total market activ-
ity. We attempted to determine how large a sale would have to be
to have an impact in the market. 1In so doing, we accumulated the
following total export sales data (including both small and large
sales) from April 1977 through fiscal year 1982 for wheat, corn,
and soybeans.,

'puring the summer of 1984, Soviet Union purchases of U.S. grain
were approaching record levels. Under a 5-year sales agreement
negotiated in 1983, the Soviet Union purchased 13.7 million
metric tons of grain--mostly wheat and corn--for 1983-84. This
level equals the Soviet Union's first large-scale purchase level
of 1972-73, which emptied grain bins and drove prices up. It
falls short, however, of the 13.9 million tons of 1975-76 and the
record 15.3 million tons purchased in 1979-80.
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We asked government and grain exporting firm officials how
large an export sale would have to be before it would be expected
to cause a stir in the marketplace. We were told universally that
most sales alone will not make much of a dent in the marketplace.
There are times, however, when trading is slow where a given sale
might have more of an impact than it might have at some other
time.

Along these lines, an article written by an official of one
of the leading grain exporting companies, Cargill, Inc., discussed
what he considered to be several misconceptions regarding grain
merchandising. One such misconception is that market prices are
set by specified sales. The article states that this misconcep-
tion is the main fallacy underlying the export sales reporting
system, which focuses attention on specific sales rather than the
whole supply/demand picture. The article points out that a large
sale can have a noticeable price effect., But as long as that sale
fits within the market's expectations for total demand from a par-
ticular country, the price effect will be temporary. By itself it
can even be misleading. The timing and amount of individual sales
are not good barometers of overall demand, and it is overall
demand that drives market levels.

The article goes on to assert that the situation is similar
for the individual exporter. A specific sale is seldom linked to
specific cash purchases. The exporter is continuously buying and
selling cash grain and selling and buying futures in hedging this
cash business. Each purchase or sale becomes a part of his posi-
tion--what exporters call their "book." The exporter's book is
somewhat analogous to a river with grain continuously flowing in
from many purchases and continuously flowing out from many sales.
Exporters do not accumulate purchases, discharge them in a sale,
and then start the filling-discharge cycle all over; rather, it is
a continuous process.

Grain is merchandised in this manner because the exporter
must be able to adjust his marketing strategy as transportation,
interest rates, and other market factors change. Because expor-
ters merchandise positions rather than specific sales and pur-
chases, a cash sale does not automatically trigger immediate cash
purchases. The exporter may have been long in cash grain and
short in futures (i.e., hedged in sales of futures) prior to the
sale, Or he may expect that cash grain will be more available
next week. Or any other number of other past, present, and future
factors may be shaping his book and how he trades. The article
thus concludes that it is a mistake to attach too much signifi-
cance to specific transactions or to link them together as if they
were pieces of a single transaction.
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Analysis of Large Export Sales Reports,

April 1977-September 1982

Total Percentage
net volume of total
of large Percentage export sales

export sales of total volume

volume Number (million large export (620.2 million
(in metric tons) of reports metric tons) sales volume metric tons)
1,000,000 or greater 16 14.43 10.5 2.3
800,000 ~ 999,999 5 2.6 1.9 .4
500,000 - 799,999 67 15.3 1.2 2.5
100,000 - 499,999 855 100.7 73.3 16.2
Less than 100,000 102b 4.3 3.1 .7
Total 1,045 137.3 100.0 22.1

aThe 16 reports of large export sales of over 1 million metric tons do not
represent a total volume of at least 16 million metric tons because some of
the reports are not new sales but, rather, modifications to old sales because
of changes in quantities, destinations, etc. The same holds true for the
other volume categories.

bof the 1,045 large export sales reports, 102 involved quantities of less than
100,000 metric tons. These 102 reports did not represent large export sales
themselves but, rather, adjustments in quantitites, destinations, and so
forth of large export sales (100,000 metric tons or more) previously
reported.

Source: Produced by GAO based on daily and weekly export sales data provided
by USDA's Export Sales Reporting Division.

Most export sales are of insufficient size to have much of an
impact on the marketplace. Over the above 5 1/2 years, for ex-
ample, there were only 16 times when there was export sales activ-
ity of 1 million metric tons or greater. These 16 instances
involved only 10.5 percent of all large export sales activity and
only 2.3 percent of total export sales activity.

There were only 88 times when there were large export sales
reports involving 500,000 metric tons or more. These 88 reports
represented a net volume of 32.3 million metric tons, or 23.6
percent of all large export sales activity. In terms of total
export sales, the volume of the 88 reports made up only 5.2
percent of total activity.
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sales to the last possible moment, consistently profiting at the
expense of other market participants. As was discussed earlier
(p. 47), if one portion of the market had such an unfair advan-
tage, the other market participants (and the liquidity in the
market that they provide) would be driven away. This does not
seem to be happening. There is now more futures trading than ever
before. The U.S. grain marketing system handles millions of tons
of grain valued in the billions of dollars. The system has en-
joyed an enviable record of few serious disputes and even fewer
defaults.

SHOULD THERE BE MORE STRINGENT

REPORTING REQUIREMENTS?

For the past several years there has been concern about the
fact that foreign entities are not required to report export sales
of U.S. commodities. Although these sales are eventually reported
by the U.S. exporter who supplies the commodity for delivery
against the original sale, there is concern that foreign entities,
along with the large, multinational exporters doing business with
them, might be profiting from this disclosure delay and the corre-
sponding positions they take in the cash and futures markets. It
has been suggested that foreign entities and other traders be pro-
hibited from participating in U.S. futures markets unless they are
willing to comply with more demanding export sales reporting re-
quirements. The Chairman of the House Subcommittee on SBA and
SBIC Authority and General Small Business Problems, Committee on
Small Business, in hearings on export grain sales in June 1979,
characterized the problem as follows:

"Under current export sales reporting requirements,
only U.S. firms must report sales to USDA within a
limited period. Others~--which include foreign firms,
foreign affiliates of U.S. firms, and foreign firms
with U.S. affiliates--are not compelled to report

sales."

* * * * *

"Over a period of years we have had examples where for-
eign-state trading companies have bought large amounts
of grain and for weeks have delayed filing any reports.
During this time, they have had the opportunity to run
their purchases through our futures market and, with
inside trading information, guaranteed a low fixed
price prior to the time producers and processors in
this country were aware of any worldwide change in de-
mand. This results in our farmers selling their grain
at prices which do not yet cefleci ihe new increased
demand.,"

The chairman's answer to this problem was to require reports
of all trades, whether they be by domestic or foreign firms. He
further suggested that, to make the system work, reports of sales
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USDA study of exporters'

profits was inconclusive

With respect to any given export sale, do foreign entities
and/or large grain exporters profit from the advance knowledge
that they alone hold about the sale? Can or do they profitably
position themselves in the futures markets on the basis of this
advance information to the corresponding detriment of other market
participants, including consumers and farmers? Is there a rela-
tionship between a given export sale and futures market
transaction?

In 1979, three USDA economists attempted to find answers to
these kinds of questions. They wanted to know specifically if
exporters were profiting from futures markets transactions that
could be attributed to advance information about export sales. As
was mentioned in chapter 1, they found that their study lent some
support to the notion that exporters were able to take profitable
positions in the futures markets before export sales were re-
ported. It was not clear to them, however, whether the futures
profits were greater than justified because of the (1) gain/loss
variations among the cases they examined, (2) the degree of
approximation involved in the study because there is not neces-
sarily a one-to-one relationship between export sales and futures
transactions, or (3) cash market losses experienced by some of the
exporters.

Grain exporters have an interest in

preserving the market's inteqgrity

U.S. futures markets play a central role in all phases of
grain merchandising. Their existence provides price reference
points used throughout the world by buyers and sellers alike.
They also allow merchants to shift unwanted price risks onto
others who are willing to assume them and speculate that prices
will move in their favor. 1In this latter regard, we were told
that futures markets are vitally important to most grain expor-
ters. In an industry where profit margins average less than two
cents per bushel, even a nickel change in the price of a
commodity--a price movement not at all uncommon today--could more
than wipe out a transaction's potential profit. Given the large
volumes exporters handle, small adverse price changes affecting an
unhedged position could jeopardize an exporter's ability to stay
in business. So, the exporter hedges--giving up the opportunity
to gain from favorable price changes to reduce the risk of cata-
strophic losses from adverse price movements.

We were told in discussions at CFTC and with grain exporters
themselves that exporters, because of their need to shift their
risks arising from adverse price movements, have an interest in
preserving the markets that allow them to do this. The implica-
tion of these discussions was that exporters would be hurting
themselves if they were, through their attempts to conceal export
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In deliberating matters such as these, the advisory committee
considered a number of possible changes to the export sales re-
porting system, including whether its administration should be
shifted to CFTC and whether foreign entities should be required to
report their export sales activities. Along these lines, the com-
mittee concluded and/or recommended that

--The current system or some modification of it should be
continued.

--USDA should continue to operate the system (as opposed to
turning it over to CFTC) because export sales information
is of the type of agricultural supply and demand informa-
tion that USDA has responsibility for disseminating.

--USDA should retain present requirements with respect to
domestic-based exporters and extend discretionary authority
to the Secretary of Agriculture to require the reporting of
export sales of U.S. grain by all foreign exporters under
circumstances such as extremely tight U.S. or world sup-
plies of designated commodities.

There had been some concern expressed about the legality of
more stringent reporting requirements and the difficulties that
might be encountered in enforcing them. There had also been
concern that if foreign firms were required to promptly report
sales of U.S. commodities, a possible loss of export sales might
result, Exporters unanimously warned the committee that this
would be the case. Farmer representatives expressed the opinion
that additional information might be useful, but that they would
not ask for it if total export sales were likely to be affected.
The committee found little objective evidence that the current
reporting system has hurt U.S. exports or to either support or
refute the contention that U.S. exports might be hurt by more
complete and timely export sales reporting.

The advisory committee's report did result in a June 1980
change to make the export sales reporting system more timely. The
number of days from the date export sales are reported to USDA to
the date they are released in summary form to the public was re-
duced. The impact that this change has had on the efficiency of
the marketing system is discussed in chapter 5.

Grain exporting firms' views

toward more grain marketing controls

We contacted officials of a small number of grain exporting
firms and discussed with them, among other things, their views on
the need for more stringent export sales reporting requirements.
We were told that the export sales reporting system is working
fine and that there is not much need for change. We were told
that times have changed since the 1970's, that the market is now
much more sophisticated and anticipatory than it once was. There
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should be filed with the CFTC rather than USDA and that firms that
fail to file should not be permitted to trade futures. The chair-
man had earlier proposed legislation along these lines. 1In 1978,
with House of Representatives backing, he was able to include such
a provision in the CFTC authorization bill. The provision was,
however, later removed in conference with the Senate. The chair-
man subsequently reintroduced the legislation; neither it nor
similar legislation that was introduced, however, has yet to be
enacted.

Should USDA impose stricter reporting requirements that would
stretch beyond domestic firms and include foreign firms as well?
We examined this question by considering the findings of the
Advisory Committee on Export Sales Reporting, which dealt exten-
sively with the subject, and by discussing it with several grain
exporting firms and farm groups.

Advisory committee findings
regarding stricter reporting
requirements

The Advisory Committee on Export Sales Reporting recognized
in its February 1979 report that effective functioning of a priv-
ate enterprise market system requires pertinent and timely infor-
mation and that the export sales reporting system, in a general
sense, exists to provide a part of the body of factual data re-
quired for effective functioning of the markets for those commodi-
ties covered by the system. 1In this regard, the report noted that
although the system provided accurate and timely information on
export sales of U.S.-based firms, it did not require foreign en-
tities to report sales of U.S. commodities. The report pointed
out that, to avoid immediate public disclosure of their transac-
tions,2 foreign buyers or sellers were increasingly trading with
or through non-U.S. firms or foreign affiliates of U.S. firms,3
The report stated, however, that it had not been objectively
demonstrated that the lack of additional export sales reporting
information caused any significant economic loss.

2rhese sales are eventually reported when the foreign firm con-
tracts with a U.S. firm to obtain supplies to fill the order.

3The report cited as an example the fact that in 1976-77, 65 per-
cent of the wheat and corn sold to the Soviet Union by U.S. firms
was through direct sale to Exportkhleb--the Soviet buying agency
~--and 35 percent was through foreign firms. In 1977-78 the pat-
tern had shifted, however, with 92 percent of the total wheat and
corn sales going through foreign firms and only 8 percent going
directly to Exportkhleb., 1In 1978-79, it was reported that virtu-
ally all sales of U.S. wheat and corn to the Soviet Union were
being made through foreign firms.
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exchanges were considered more than adequate, with no drastic
changes needed. There was no strong concern about foreign enti-
ties having undue advantage in the futures markets. There was a
conviction that nothing should be done to deter the export of U.S.
commodities or restrict foreign participation in U.S. futures
markets.,

Farmers' views toward
U.S. grain marketing system

We talked with officials of two farm groups about their views
and concerns toward the U.S. grain marketing system. The presi-
dent of the American Soybean Association told us that U.S. agri-
culture had suffered from the economic downturn of the past few
years and that, while there are now signs of recovery in other
economic sectors, agriculture continues to feel considerable eco-
nomic stress. He told us that U.S. agriculture has become depen-
dent on foreign markets and that the current strength of the U.S.
dollar has generally placed U.S. exports in an uncompetitive posi-
tion. Regarding the grain marketing system, the association pres-
ident said that the system has been around a long time, has worked
reasonably well, and there should be no changes to it that would
hurt grain sales. He expressed no particular concerns about
USDA's export sales reporting system. He did complain, however,
that the release of some USDA reports on domestic and worldwide
agricultural supply and demand seemed untimely from the standpoint
that they frequently perpetuated a "bearish" market or they some-
times turned "bullish" markets into "bearish" ones. He also
stated that supply and demand fundamentals are not the force in
the marketplace that they once were, that other forces such as
commodity pooling and the influence of large traders is greater
now than it used to be.

One of the directors of the Colorado Association of Wheat
Growers expressed similar concerns regarding the forces that now
move the marketplace. He cited commodity pooling as such a force
and stated that such trading should be restricted. He also attri-
buted some of the volatility in today's markets to CFTC's current
speculative trading limits, saying that there was less volatility
in years past when these limits were lower.

The association director also stated that he was concerned
about all the speculative short-selling that is currently going on
in the marketplace. Such selling occurs when speculators sell
something they do not own in anticipation that prices will fall.
The director said that such trading helps establish prices that
are distorted downward in terms of true supply and demand and that
this affects the prices paid to commodity producers.

The association director said he believes there are fewer
abuses in the grain markets than in the cattle market, although he
did not elaborate. Further, he said that he has no problem with
the way USDA's export sales reporting system is currently being
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was no great concern on the parts of those we talked with that
foreign entities and/or large exporters have an advantage because
of advance information they may have about a pending export sale.
Officials of one firm said that the identification of a specific
sale is not that significant and that the "price discovery mechan-
ism of the futures markets is a much better barometer of what is
going on than is the export sales reporting system.,"

These same officials said that at the time a sale is made,
the seller does not always know where he will get the grain. It
could be obtained from the United States, of course, but it might
also be obtained from a number of other grain exporting countries,
Therefore it is somewhat premature to suggest that such a sale be
reported to the export sales reporting system when, in fact, the
sale might be filled outside the United States. We were also told
that it is erroneous to think that parent companies in the United
States necessarily know all activities going on with their
foreign-based affiliates. A document published by Cargill, 1Inc.,
for example, states that

"Cargill operates at arm's length from its related
overseas companies. Marketing decisions are placed as
much as possible in the hands of managers in each local
market. They buy at the best price and sell to the
buyers with the best offer, whether this is a related
company, a cooperative, or an investor-owned
competitor.

"This is one of the most unusual attributes of grain
marketing. Buyers can also be sellers. Competitors
can also be suppliers or customers. Cargill and re-
lated companies trade freely with competitors as well
as with each other, seeking the best market. This
unique openness in grain marketing helps explain why it
is such an intensely competitive business."

Those we talked with seemed to share the feeling that nothing
should be done in the form of more stringent requirements that
might impede or restrict U.S. agricultural exports or that might
drive participants from U.S. futures markets. There was a belief
that added reporting requirements would be difficult, if not im-
possible, to enforce because of questions of legality and problems
associated with the distance and differences between the United
States and other countries. One official told us that market
abuses by a few should be discouraged through the enactment and
enforcement of strong penalties, as opposed to levying additional
controls and requirements on all participants.

We asked these same officials whether there were additional
controls needed at CFTC or at the grain exchanges to better ensure
integrity in the marketplace. The responses were similar to what
we were told regarding the export sales reporting system. Gener-
ally, market surveillance activities at CFTC and the grain
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In 1978 some of the USDA crop reporting questionnaires asked
farmers about their use of futures trading.? Less than 7 percent
said that they had actually traded futures contracts in recent
years, and about half of those who did trade were evidently specu-
lating rather than hedging. Although we were unable to find a
more recent estimate, an economist with USDA's Economic Research
Service told us that direct use by farmers of futures markets con-
tinues to be low. He listed a number of reasons why only a small
proportion of farmers actively hedge in futures markets:

--Many consider their operations too small to need or
effectively use a futures market hedge (the crop size
of many farmers, for example, is below the 5,000
bushel contract size typically traded in the futures
markets).

--Many want to hang onto their profit opportunities,
and a hedge can limit profits from price increases in
the same way that it helps protect against losses
from price declines.

-~-Many prefer other kinds of forward contracts or cash
marketing arrangements,

--Many fear that they don't know enough about the
markets to use them effectively.

--Some dislike the capital outlay required in futures
trading.

--Some simply do not trust the futures markets.>

Although the level of direct participation by farmers in
futures markets is low, many farmers do use the price information
generated by the markets in making production and marketing deci-
sions. A good many of them go further, using forward contracts,
for example, that are facilitated by futures markets. Forward
contracting allows the farmer to deal exclusively with the local
elevator operator, who is generally the buyer of his grain anyway.

4pdditional information pertaining to the relationship of farmers,
futures markets, and dgrain prices may be found in "Grain
Pricing," John W. Helmuth, Commodity Futures Trading Commission
Economic Bulletin No. 1, September 1977.

S5usbA, in commenting on this report (see p. 102), provided two
additional reasons why futures markets have less applicability to
grain farmers than they do to grain merchants. USDA pointed out
that (1) it is not advisable for farmers to hedge 100 percent of
their products because of production risk and quality uncer-
tainty, and (2) grain merchants trade on margins while grain
farmers are interested in price level because they have a cost of
production to cover.
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generated and that he sees no need for more stringent reporting
reguirements.

In September 1984 farmers representing several national farm
groups protested at the CBT about low farm prices and how futures
speculators help cause this problem. They charged that specu-
lating was manipulative and improper and that "speculative short-
selling of commodities should be a crime." 1In at least partial
response to the farmers' charges, the chairman of the CBT stated
that, while he was sympathetic to the farmers' complaints, the
exchange was not the villain. He said that the CBT "does not set
prices,”" but rather it acts "more as a barometer, registering the
price changes for the rest of the world."

OPPORTUNITIES FOR FARMERS
TO MANAGE THEIR RISKS

Those who suggest that more controls are needed in grain
marketing to prohibit foreign entities and/or large traders from
taking advantage of other market participants have often expressed
a particular concern for the farmer. It has been hypothesized, at
least, that at the time foreign entities and/or large exporters
are profiting in the cash and futures markets on the basis of the
information they alone hold about a pending sale, the farmer--
without such information--is forced to make decisions as to
whether to sell or hold onto his crops with information that does
not reflect true demand. The farmer thus receives less for his
crops than he might have otherwise, had he and the rest of the
market also known of the pending sale. Whether such a hypothesis
accurately reflects reality is open to debate. Certainly there
are several factors that we have discussed suggesting that the
identity or disclosure of a specific export sale is not that sig-
nificant, that there are other barometers that provide market par-
ticipants with a better idea of what is going on. The fact that
an export sale is made but not reported for several weeks does not
necessarily mean that the sale is hidden from the market until it
is eventually reported. 1If, as has been suggested, the sale is
covered by its participants in the futures market, the market
would quickly assimilate and reflect this information in the form
of its prices. Although market participants, including farmers,
may not be aware of the specific sale, there is some certainty
that the market is reflecting it almost instantaneously through
its prices. Farmers thus have such information readily available
to quide them in their daily sell/hold decisions.

Because of the concern that exists for the plight of the
farmer and his vulnerability to adverse price changes, we examined
the opportunities that exist for farmers to help them manage their
risks. Although not used extensively by farmers, one obvious way
is the futures markets. If grain exporters can manage their risks
through the use of futures, as has been discussed, does not the
farmer have the same opportunity?
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resolution had been approved in January 1980 to encourage more
effective marketing of agricultural commodities by farmers. The
resolution requested that the Secretary of Agriculture

", . . (1) devote increased emphasis to teaching
farmers how to better market their agricultural com-
modities; (2) emphasize the use of all agricultural
marketing tools, including futures markets and forward
contracting; and (3) in consultation with the Commodity
Futures Trading Commission, establish a task force of
individuals representing the futures industry, USDA,
and land grant universities to educate farmers in mar-
keting, and include futures markets and forward con-
tracting to hedge against market risks."”

Pursuant to this mandate, an ad hoc task force was estab-
lished and guestionnaires were developed to survey land grant
colleges about their commitment to marketing education efforts,
determine specific current marketing education programs, and re-
quest suggestions for future education needs. From responses to
the questionnaires in early 1981, it was learned that there was
considerable effort underway to educate producers on various mar-
keting topics and concepts. The emphasis and interest in this
area, however, centered on outlook-type programs rather than mar-
keting alternatives such as futures trading and forward con-
tracting. It was reported that

"Most producers [farmers] want to know only tomorrow's
prices and will attend an outlook meeting to hear price
expectations. But these same producers are usually
less interested in attending educational programs on
marketing strateqy and alternatives."

These findings confirmed an earlier USDA study, which found that
producers regard short-term outlook information as more important
than longer term, economic, base-building education. The latter
requires more time, is more complex, and involves more of an edu-
cational process than a simple, short presentation. The report
included several recommendations designed to bring about more of
this kind of training at land grant institutions, through State
Extension Services, and as a result of efforts of the CFTC, the
Futures Industry Association, and the various commodity exchanges.

In Chicago we met with the CBT's agricultural curriculum
coordinator, Education and Publication Services Department. We
learned of the CBT's extensive educational efforts, directed
primarily toward professors and other teachers who influence and
affect the attitudes of thousands of students, producers, and
users of commodities. CBT does periodically schedule seminars for
county extension agents who, in turn, are expected to disseminate
the information they have learned regarding accounting, contracts,
and new marketing or risk management concepts. CBT also sponsors
a number of seminars each year for different farm groups, grain
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Additionally, it provides the farmer with an alternative means to
futures trading for managing his risks.

Both forward contracting and the futures markets are imper-
fect in the sense that they overcompensate for risk. In both in-
stances, farmers are protected from a downward shift in commodity
prices. At the same time, however, they take themselves out of
the running for large profits if prices jump dramatically upward.
Farmers really only need insurance to quarantee a floor below
which they cannot risk. That is where agricultural options come
in as another means by which farmers are now able to manage risk.

An agricultural option is different from a futures or forward
contract in that it confers the right, but not the obligation, to
follow through on the contract. Thus if prices shoot up, the
farmer is free to walk away from the contract and realize the
gain. 1If prices fall, however, the farmer can exercise his option
and at least receive the minimum price. More simply put, agricul-
tural options protect farmers against downside risk of falling
prices, while at the same time allowing them to profit if prices
rise.

The option contract itself is also different. Under a "put”
option, for example, farmers do not sell their crops--they buy the
right to sell. The purchase price of this right is called a prem-
ium, its value dependent upon how much risk is assumed by the
seller of the option.

Agricultural options were traded on commodity exchanges in
the early decades of this century. Because of certain trading
abuses, however, those options were banned in the United States by
the Congress in 1936. 1In 1983 the Congress amended the Commodity
Exchange Act to permit the CFTC to develop a pilot program for
agricultural options. Accordingly, the CFTC recently approved a
3-year experiment in trading ogtions on agricultural futures con-
tracts beginning in late 1984, Options trading will be requ-
lated more than before. There are many who are optimistic and
excited about this development and believe that these options will
attract considerable farmer attention and participation. However,
USDA--in commenting on this report--stated that many farmers will
find the premiums associated with these options to be too great to
give them the price protection they would like,.

We were interested in whether there were any educational
efforts ongoing to help farmers develop better marketing/risk man-
agement strategies. At both USDA's Extension Service and at the
CBT we found such activities underway. We obtained a copy of an
April 1982 Cooperative Extension Service (University of Georagia)
report on this subject. The report indicated that a Senate

6Tradinq in the first agricultural option contract began in
October 1984.
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and futures positions, and determine the profitability of his
actions. Such a study was attempted within USDA; the results were
considered inconclusive., Lastly, grain exporters have an interest
in preserving the market's integrity. Exporters need the futures
markets for their risk management. 1If, as has been suggested,
they were systematically profiting from advance knowledge about
pending export sales at the expense of others, this unfairness
would be detected and would drive from the market the very par-
ticipants the exporters need for their risk management purposes.

The systems of control we examined at USDA, CFTC, and CBT
that help ensure fairness and integrity in grain marketing appear
to be performing important functions and meeting stated objec-
tives. More stringent reporting requirements regarding foreign
entities would be difficult to enforce, might negatively affect
this country's export sales, and might drive these entities away
from our cash and futures markets. It should also be kept in mind
that more stringent export sales requirements at either USDA or
CFTC would tax even more strenuously the workloads of export sales
reporting and market surveillance staffs, whose hands are already
more than full. The benefits coming from any added requirements
at either agency would certainly have to be weighed against the
costs of those requirements.

U.S. agriculture has been, and is presently, under some eco-
nomic stress. It finds itself increasingly dependent upon foreign
markets at a time when a strong U.S. dollar inhibits the flow of
goods and services (agricultural and otherwise) from this country.
For these reasons, some farmers believe that there should be no
changes to the U.S. grain marketing system that would jeopardize
grain sales. This was a point raised in 1979 when USDA's export
sales reporting system was examined in detail by the Advisory
Committee on Export Sales Reporting; additionally it was related
to us during this review.

Concern has been expressed that farmers are at the mercy of
the marketplace and that they must often make decisions based on
less than complete supply/demand information. We found, however,
that information is available to them on a daily basis to help
guide their decisionmaking. Market prices, which represent re-
flections of supply/demand conditions, are readily available to
farmers. If a farmer chooses, he may also protect himself from
adverse price changes by forward contracting his crops or by
hedging them in the futures markets. Only a small percentage of
farmers are known to be actively trading in futures contracts.
Efforts are underway within USDA and CBT, however, to better edu-
cate farmers as to marketing strategies and ways in which risks
might best be managed. Some farmers were expected to use agricul-
tural options as another means of managing their risks as these
options became available in late 1984.
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elevator operators, and rural bankers. Although the ultimate
objective of many of these programs is to increase the volume of
activity in and number of participants using the CBT, more immedi-
ate objectives seemed to be directed toward increasing people's
perceptions about the futures markets and educating them about how
the markets work and how they might use them. We were told that
futures markets are often blamed by farmers for low prices and by
processors for high prices. Farmers are cautioned about the use
of futures markets. They are told that they should not use them
unless they fully understand what they are doing. It is empha-
sized to farmers how futures markets represent but one of a number
of tools they might use in managing their grain marketing risks.

CONCLUSIONS

Grain sales to the Soviet Union in the early 1970's touched
off a period of short supply, higher prices, and a series of con-
cerns about who profited from these sales and how they profited.
These concerns persist today largely because of the financial
dilemma faced by many U.S. farmers and have stimulated demands for
more and better grain marketing controls designed to prevent a
recurrence of the earlier grain situation and to ensure fairness
and integrity in the marketplace. There continues to be a concern
that weaknesses in the export sales reporting system allow foreign
entities and/or large traders to hide pending export sales until
after they have profited in the cash and futures market from these
sales at the expense of other market participants.

Our analysis of the current grain marketing situation found
little evidence pointing to the need for dramatic changes in
USDA's export sales reporting requirements or in the grain mar-
keting surveillance activities we examined at CFTC and CBT. For
example, it appears unlikely that there will be a recurrence of
the early 1970's grain situation. Grain supplies have become
abundant, the export sales reporting system exists as an early-
warning mechanism for government policymakers, and there generally
is more and better information now about worldwide supply/demand
conditions than existed 10 years ago. Also, grain sales to coun-
tries such as the Soviet Union and China have become more common-
place and do not excite the marketplace the way they once did.

It also appears unlikely that a given grain sale or set of
sales will have a dramatic impact on today's market, thus enabling
the sale's participants to reap substantial profits because of
their exclusive knowledge of that sale. To have an effect, a
specific sale would generally have to be large and unanticipated
by the market, Most grain sales, however, are small in relation
to total market activity. Grain exporters generally do not trade
on the basis of specific sales. Rather, they trade on the basis
of overall positions that are often affected by many different
transactions. For this reason, it is very difficult to look at an
exporter's sales activity, tie such activity directly to his cash
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we assumed that other variables that influence grain prices, such
as worldwide crop conditions, real income at home and abroad,
weather, fiscal and monetary policy, political events, and so
forth, are uncorrelated with either the daily or weekly grain ex-
port sales reports. The question we raised is: How efficiently
does the U.S. grain marketina system transform export sales infor-
mation into changes in grain futures prices?

To answer this question, our analysis once again revolved
around an economic concept of pricing efficiency known as the
efficient markets hypothesis. Under this construct, the econo-
mist's concept of pricing efficiency is based on the perfectly
competitive market. Such a market provides a theoretical bench-
mark for performance in "real-world" markets. The efficiency
criteria for a perfectly competitive market require that prices
for a commodity vary over time, space, and form by the costs of
storage, transportation, and processing. These prices must also
reflect current information about demand and supply for the com-
modity. To detect pricing inefficiencies in an actual market
system, observed price behavior may be compared to these criteria.

"Real-world" markets can never be perfectly efficient because
of uncertainties and errors in information. Variables affecting
commodity supply and demand (export sales information is one such
variable in grain markets) are constantly changing and information
about them is less than perfect. Such uncertainties and/or lack
of information necessitate the use of more dynamic pricing cri-
teria. Prices, it has been suggested, are simply aggregates of
information; this is the very essence of price discovery. The
performance of a market in terms of price discovery, then, depends
on its ability to guickly transform information into prices.
Theoretically, a market in which prices fully reflect available
information would be called "efficient."

Under the efficient markets hypothesis, three levels of
efficiency are defined, each having its own set of price
behaviors:

1. Weak-form efficiency--present prices accurately reflect
information contained in past prices.

2. Semi-strong-form efficiency--present prices accurately
reflect all publicly available information.

3. Strong-form efficiency--present prices accurately reflect
all information, including that held by "insiders."”

INFORMATION FLOW IN
GRAIN MARKETING

Each day grain traders evaluate large amounts of information
about grain production, inventories, exports, and a host of other
world events. Traders make their decisions to buy or sell grain
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CHAPTER 5

EFFICIENCY WITH WHICH GRAIN PRICES

REFLECT INFORMATION ABOUT EXPORT SALES

Pricing inefficiency has been seen by some to exist in the
U.S. grain marketing system from the standpoint that information
about grain exports is not efficiently translated into grain
prices., Some believe that large exporters (and perhaps foreign
entities) reap profits from advance information about exports--
information that other market participants do not receive until
later. 1In response to this perception, we were asked to examine
further the efficiency with which the U.S. grain marketing system
transforms information about reported grain export sales into
changes in grain futures prices. Although data limitations pre-
vent an analysis of the extent to which traders profit from ad-
vance information, as we discussed on page 10, we d4id study how
efficiently markets respond to publicly released information on
export sales by U.S. grain exporters.

Such examination follows the work we described in our
June 15, 1982, staff study on Market Structure and Pricing Effi-
ciency of U.S. Grain Export System (GAO/CED-82-61; June 15,
1982). In that study we concluded that futures market prices of
wheat, corn, and soybeans (1) responded to knowledge of grain ex-
port sales before release of the Export Sales Reporting Division's
report and (2) responded more fully upon release of the report.
The findings in this chapter are generally consistent with those
conclusions. The results of both analyses suggest that grain
prices do respond as export sales are made by U.S. grain exporters
and as exporters buy futures contracts to hedge these transac-
tions. The prices, however, do not fully adjust until after the
export sales report is released. Once this occurs, traders in the
futures markets appear to reevaluate their positions and buy and
sell grain based on this reevaluation. 1In effect, a further
adjustment of grain prices takes place on the basis of the new
information. These adjustments usually occur quickly.

MEASURING PRICING EFFICIENCY

IN GRAIN FUTURES MARKETS

As noted in our earlier staff study, grain futures prices
serve as economic signals throughout the world and it is important
to all market participants that information affecting grain prices
be reflected in these prices as quickly and accurately as pos-
sible., Measuring how efficiently markets transform information
into changes in prices is difficult because of the many kinds of
information or variables affecting prices and the problems in-
volved in quantitatively relating each variable to price. To
provide some form of quantitative measurement, in this and our
previous study we narrowed the field of variables to the point of
looking at the impact that reported information about grain export
sales has on grain futures prices. For purposes of our analysis,
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ANALYTICAL METHODOLOGIES

Our 1982 study of pricing efficiency in the U.S. grain mar-
keting system examined the relationship between information about
all export sales, both large and small, and changes in the futures
prices of wheat, corn, and soybeans during the period June 1975 to
June 1980, Complete and accurate grain export sales data were not
available before June 1975, Post~June 1980 data were not used in
that analysis because the export sales reporting week and time-
frames were changed in June 1980 and because the data subsequently
generated were not, at that time, sufficient for the statistical
analysis technigues used. These technigques included rearession,
spectral, and cross-spectral analysis.

Our current study! examines the relationship between infor-
mation about export sales by U.S. grain exporters (large sales
only and large and small sales together) and changes in prices of
wheat, corn, and soybeans in the futures market. The period under
examination was January 1977 through December 1982. This period
encompassed the time (April 1977) that USDA began issuing daily
press releases covering large export sales. This time period also
allowed us to determine whether the June 1980 changes in the ex-
port sales reporting week and the shortening of the reporting
timeframe had any impact on pricing efficiency. The data used in
our analysis consisted of wheat, corn, and soybeans prices
obtained from CBT and daily and weekly export sales reports that
include these commodities obtained from USDA's Export Sales
Reporting Division,

As in our earlier analysis, we assumed that

--all export sales that required reporting were, in fact,
being reported under USDA's export sales reporting system;

--there was little delay between the time export sales were
made by U.S. grain exporters and the time they were
reported;

--there was no leakage of export sales data from USDA before
the export sales reports were released; and

--other factors that influence grain futures prices--such as
worldwide crop conditions, weather, and political events--
may cause changes in export sales over time but are likely
to be uncorrelated with daily and weekly changes in grain
export sales.

With respect to the last assumption, neither our current study nor
the previous one tests the overall efficiency of the grain futures
markets. Rather, both studies partially test the efficiency of

1see app. I for more detail concerning the methodological approach
we used in this analysis.
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on the basis of their own needs and expectations as to how differ-
ent events will affect supply and demand. If information emerges
at random and is freely available to all, price changes in an
efficient market will occur randomly.

Information about newly reported export sales is only a small
fraction of the total information affecting grain prices. When
the reported volume of export sales is consistent with traders'
expectations, the release of reports on new sales will have little

effect on qrain prices. However, when the volume of export sales
differg from traders' pvnaﬁfa+1nnq new sales information may
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trigger large price movements.

In the U.S. grain marketing system, there is a complex rela-
tionship between public and private information. At the time an
export sale is made, for example, the company making the sale may
be the only one to know about it. This information may reach
other traders in the market in two ways, by way of the "grapevine"
or through USDA's export sales reporting system. In many cases,
information about a new sale reaches traders before the official
report of it is released. Althouah we have no way of knowing when
the information about a particular sale becomes common knowledge
in the marketplace, we can define the exact time that it offi-
cially becomes public.

Large sales by U.S. grain exporters involving more than
100,000 metric tons, for example, must be reported to USDA's
Export Sales Reporting Division by 3 p.m. the following business
day. A report of these sales is released on the same day (after
the market closes) and this information is also included in the
weekly report of export sales. Smaller sales by U.S. grain expor-
ters, on the other hand, are reported weekly to the Export Sales
Reporting Division. Before June 1980, exporting companies were
required to submit each Thursday a report of sales made the pre-
ceding Monday through Sunday. The Export Sales Reporting Divi-
sion's report of the week's activity, including both large and
small sales, was released a week later, after the close of the
commodity markets. Under this system, there was a lag of 11 to 18
days from the time a sale was made by a U.S. grain exporter to the
time the weekly report was released.

In June 1980 the reporting week was changed and the reporting
timeframe shortened. The reporting week was changed to Friday
through Thursday and reports from exporters became due on the
following Monday. The Export Sales Reporting Division now re-
leases its report on Thursday, reducing the lag to 7 to 14 days
from the time a sale is made by a U.S. grain exporter to the time
it is publicly released.
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is more easily understood and has, in fact, been used before in
the analysis of pricing efficiency in grain markets.3

Cross-correlation analysis involves the calculation of cor-
relation coefficients (measures of the relationship) between vari-
ables--in this case, reported grain export sales information and
grain futures prices. The coefficient is actually a measurement
of the strength of the relationship between the two variables.

The coefficient has values ranging from 1 to -1, A value of 1 in-
dicates a correspondence between two variables in that they move
perfectly together in the same direction. A value of -1, on the
other hand, means that two variables move in exactly opposite
directions. Two variables having no relationship at all would
have a correlation efficient of 0.

Once correlation coefficients are calculated from our sample
data, a statistical test is performed to determine the probability
with which the true value of the coefficient is different from 0.
This test is important because a given sample coefficient may
appear to be significantly different from 0 but may, in fact, not
be.

Expectations also play an important role. Grain traders, for
example, evaluate information from news sources, trade publica-
tions, government reports, and fellow traders. They use this in-
formation ("unorganized knowledge") to form their own estimates of
what is happening in the grain markets., The release of an export
sales report will cause little activity in the market or change in
prices if its contents do not contradict the expectations of the
traders. It is the difference between the traders' expectations
and the contents of a report that causes prices to change. Be-
cause expectations have such an impact on grain markets, our
analysis adjusted for this by using a simple model (called "adap-
tive expectations") for estimating expectations. This model
assumes that grain traders will expect new export sales to follow
the pattern of export sales in previous time periods; we believe

3Garcia, P. "The Transmission of Market Information Amonag a Sample
of Illinois Grain Elevators." Paper presented at the American
Agricultural Economics Association's annual meeting (Logan, Utah,
Aug. 1982).
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the markets in terms of the effect on prices of only one particu-
lar piece of information (grain export sales). Such analysis,
sometimes called an "event study," has been done by at least one
other analyst, who recently examined the effect of inflation
announcements on the future prices of certain financial
instruments.,?2

According to the flow of information until June 1980, each
U.S. grain exporter knew of its own export sales, both large and
small, from day 1 of the reporting cycle. Each firm also obtained
information about other large sales (more than 100,000 metric
tons) the day after these sales were made. On day 18 of the re-
porting cycle, all firms received complete information about total
sales by U.S. grain exporters during days 1 through 7. 1In many
cases, of course, exporters may well have been able to deduce the
sales of their competitors prior to the official releases of the
daily and weekly export sales reports. The pattern of information
flow after June 1980 is similar to the one just described, except
that the lag between sales transactions and the weekly report of
total activity was reduced from 11-18 days to 7-14 days.

To determine the efficiency with which the U.S. grain market-
ing system transforms information from grain export sales reports
into grain futures prices, we analyzed (1) the relationships
between price changes and large export sales reported daily and
(2) the relationships between price changes and the weekly reports
of total export sales activity. We tested each of these relation-
ships in terms of the "semi-strong” level of pricing efficiency,
which requires that any price adjustment resulting from release of
sales reports occur quickly following report release. Markets can
be efficient at the "semi-strong" level even if no price adjust-
ments occurred following report release. Evidence that prices ad-
just only after a sizable lag after report release would sudggest
that markets are not efficient at the "semi-strong" level. We did
not test for strong-form efficiency because of data limitations.
Strong-form efficiency tests would require data on individual
sales as they occur and, in practice, can rarely be successfully
conducted.

We used cross-correlation analysis to test for pricing effi-
ciency, believing that this technique offers several advantages
over cross-spectral analysis, which we used in our 1982 study. It
provides for stronger statistical tests of the analytical results,

2Chance, D.M. "The Impact of Inflation Announcements in the Treas-
ury Bond Futures Market: An Event Study of Market Efficiency."”
Virginia Polytechnic Institute, Department of Finance, working
paper no. 25. (1983).

————— . "The Reaction of the Chicago Board of Trade GNMA Futures
Contract to the Announcement of Inflation Rates: A Study of
Market Efficiency." Paper presented at the Chicago Board of
Trade international research seminar (May 1984).
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basis, disclosed no statistically significant relationships. This
is reflected in the following table, which shows the correlation
coefficients between export sales information adjusted for expec-
tations (today's report-yesterday's report) and price changes on
each of the 10 days before and after release of the daily report.

Cross-Correlation Coefficients Between
Daily Export Sales Information and Price Changes,

1977-1982
Day Ccorn Wheat Soybeans
10 0.00000 0.00000 0.00000
9 0.00075 -0.00037 0.00038
8 0.00075 0.00037 0.00038
7 ~-0.00376 0.00000 -0.00188
Before 6 0.00226 0.00000 0.00113
5 0.00000 -0.00055 0.00000
4 0.00000 0.00055 0.00000
3 0.00050 0.00028 0.00025
2 -0.00125 -0.00128 -0.00063
1 0.00075 0.00000 0.00038
Release of daily report 0.00320 0.00432 0.00245
1 0.00050 0.00346 0.00198
2 0.00198 0.00401 0.00300
3 0.00223 0.00346 0.00285
4 0.00025 0.00255 0.00140
5 0.00149 0.00255 0.00202
After 6 0.00050 0.00255 0.00153
7 0.00000 0.00091 0.00046
8 0.00050 0.00128 0.00089
9 0.00099 0.00310 0.00205
10 0.00124 0.00346 0.00235

As can be seen, all of the coefficients are very close to 0,
indicating little or no relationship between the two variables.
None are statistically different from 0 even at a confidence level
as low as 80 percent. There are no noticeable lagged adjustments
of prices to information contained in the reports and, therefore,
no evidence suggesting that grain futures markets are not effi-
cient. 1In fact, the results suggest that there is no significant
response at all following report release.

This lack of correlation is not surprising. A number of
grain traders and government officials told us that grain futures
markets are more anticipatory now than they used to be and that
prices will not shift on the basis of an anticipated export sale.
In addition, export sales are only one of many variables affecting
prices. The response of prices on a day-to-day basis to all kinds
of "unorganized information" may impede the detection of price re-
sponses to daily reports of export sales. Large export sales
occur sporadically, not every day. Further, during the period
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that this model provides a reasonable explanation of traders'
behavior.4

We analyzed the relationship between daily changes in grain
futures prices and reports of both large export sales (which are
reported daily) and total weekly export sales (which are reported
weekly) for days both before and after release of the sales re-
ports. We were particularly interested in observing whether and
how prices changed immediately following release of the report.
For the grain futures markets to be considered efficient at least
at the "semi-strong" level, if there is an adjustment in prices
due to new information contained in the report, it must occur very
quickly following the report's release. Therefore, "semi-strong"
efficiency would be implied by significant correlation between
export sales data and price changes right after the report is re-
leased and insignificant correlation between export sales data and
price changes occurring several days after the release.

A finding of no significant correlation between price changes
and reported sales data following report release would also be
consistent with a conclusion in favor of "semi-strong" efficiency
and would suagest that the report contained no new information to
which prices needed to adjust. That is, all adjustments to
reported export sales would have occurred before the report was
released, This finding would not be sufficient to imply that
"strong-form" efficiency exists, but it would suggest that futures
prices adjust fully to export sales before the data on such sales
are publicly available.

RELATIONSHIPS BETWEEN PRICE CHANGES AND
DATLY REPORTED LARGE EXPORT SALES

Our analysis of price responses to large export sales by
U.S. grain exporters, which are required to be reported on a daily

4There are other, more complex statistical models that could have
been used; such models, however, would have required much more
time, data, and other resources than we believed were warranted
and would not have necessarily yielded better information. More
realistic economic modeling of expectations is also difficult
because the analyst, in this case ourselves, is generally not
privy to the "unorganized knowledge" all grain traders use.

As a means of testing or substantiating the results we obtained
from using the adaptive expectations model, we did substitute in
our analysis an alternative model--a simple 4-week moving
average--for export sales expectations. The results we obtained
from the two models were consistent; however, we were less satis-
fied with the moving average model because of certain technical
problems it presented in estimating correlation coefficients.
Further, of the two models, the adaptive expectations model is
more widely used and accepted. App. I contains additional dis-
cussion of how our model incorporates expectations.
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Cross-Correlation Coefficients Between

Weekly Export Sales Information and Daily Price Changes,
January 1977-June 1980
Day of report
cycle Corn Wheat Soybeans
Sales begin 1 -0.00960 0.09402 -0.07880
eeesTue.... 2 -0.00522 -0.06089 -0.03367
essoWed.... 3 -0.11231 0.08078 0.09270
seeeThu.... 4 0.126632 0.03981 -0.04023
eeeosFri.... 5 -0.01799 -0.05299 -0.01952
...-Sat.... 6 - - -
.Sales end. 7 - - -
eessMONn.... 8 0.20260b -0.01310 0.04117
esssTue.... 9 0.00139 -0.03159 0.00759
cec.Wed.... 10 0.10147 ~-0.04097 -0.01475
Report due 11 0.06664 0.00586 -0.00870
ceesFriL... 12 0.143632 0.07557 -0.04868
ceeeSat.... 13 - - -
esseSun.... 14 - - -
esesMOn.... 15 0.07782 -0.00694 -0.01948
eee.Tue.... 16 0.146912 -0.00633 0.04117
cee.Wed.... 17 0.04816 0.00791 -0.00783
Report release 18 0.04492 0.02991 -0.00526
eseosFri.... 19 -0.11546 ~-0.24225b -0.03114
esssSat.... 20 - - -
....Sun.... 21 - - -
cecoMONn.... 22 0.03333 0.17234b 0.18100b
eee.Tue.... 23 -0.00581 -0.02373 -0.17183b

asignificantly different from 0 with 90 percent confidence.
bSignificantly different from 0 with 95 percent confidence.

Our results suggest that the total export sales reports in
this period may contain new information to which prices responded.
Price changes following report release were significantly corre-
lated with the reported data for both wheat (on the first and sec-
ond business days following report release) and for soybeans (on
the second and third days). For corn, although we found no signi-
ficant effect at the 90 percent confidence level or higher, the
coefficient for the first day following report release was close
to the level required for significance at 90 percent.

With the possible exception of soybeans, we found no evidence
to suggest that grain futures markets are not fairly efficient at
the "semi-strong"” level in transforming export sales information
into price changes. No measurable price adjustment appears to
have occurred beyond the first day (if at all) for corn, or beyond
the second day for wheat. Soybean prices showed measurable ad-
justments as late as three days following report release, which is
a longer lag than would likely occur in an efficient market.
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under review, large export sales of 100,000 metric tons or more
represented just 22 percent of total reported export sales activ-
ity. Our results suggest, therefore, that the information con-
tained in the sales report is either fully anticipated or not
consequential enough to significantly affect prices that are sub-
ject to the simultaneous influence of many factors.

RELATIONSHIPS BETWEEN PRICE CHANGES AND

WEEKLY REPORTED TOTAL EXPORT SALES

Because of our interest in whether the June 1980 changes in
the reporting week and timeframe had an impact on the efficiency
with which export sales information is transformed into price
changes, we conducted separate analyses of the relationship be-
tween daily changes in grain futures prices and total export sales
reported weekly before and after that date. The table below shows
the relevant cross-correlation coefficients for the earlier per-
iod. We have not presented coefficients beyond day 23 because we
found no significant coefficients beyond that day.
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day following report release and for wheat on the second day fol-
lowing report release were close to the level reguired for signi-
ficance.

We found no evidence in this period to suggest that grain
futures markets are not fairly efficient at the "semi-strong"
level in transforming reported export sales information into price
changes. No measurable adjustment appears to have occurred beyond
the first day for corn or soybeans or beyond the second day (if at
all) for wheat.

In comparing data from the two time periods, we find that
shortening the lag between the end of the sales period and the re-
lease of the sales report has speeded up the response of prices to
export sales information. Although there appears to be some ad-
justment of prices to export sales information before the weekly
reports are released, further adjustment occurs (quickly) when the
reports are released. With the exception of soybeans in the ear-
lier period, no significant correlations exist beyond the second
day following report release. Therefore, since the end of the
adjustment period occurs shortly after the sales report is
released, narrowing the time between the end of the sales week and
the release of the report would reduce the time in which prices
respond to export sales information.

CONCLUSIONS

Our analysis of corn, wheat, and soybeans futures market
price responses to large export sales information reported daily
by U.S. grain exporters showed no statistically significant rela-
tionships during the almost 6-year period under examination. This
lack of correlation is not surprising and may, in fact, be due to
the ability of the grain markets to anticipate these sales, the
sporadic nature of larae sales, the small share of total export
activity represented by large sales, and the influence of other
factors. We found no noticeable lagged adjustments of prices to
information contained in these reports and, therefore, no evidence
suggesting that grain futures markets are not efficient.

Our examination of the relationship between daily changes in
grain futures prices and total export sales information reported
weekly by U.S. grain exporters presents no results that suggest
that these markets are not fairly efficient at the "semi-strong"
level in transforming export sales information intou price changes.
There are some differences among the crops and between the time
periods, but the overall impression is that price adjustments to
the information contained in the sales reports occur guickly when
the reports are released, particularly in the later period. One
exception was soybean prices, which in the earlier period showed
measurable adjustments as late as three days following report
release--a longer lag than would likely occur in an efficient
market.
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The correlation coefficients for all three commodities alter-
nate between positive and negative signs. If changes in reported
export sales and prices reflected only changes in demand, we would
expect the correlation between such sales and price changes to be
positive (i.e., price changes should move in the same direction as
export sales changes). However, changes in reported export sales
because of changes in the supply of grain (e.g., increased grain
stocks result in increased sales) might well be negatively corre-
lated with price changes. Since the models we used to test for
efficiency (the speed of price response of information) do not
identify changes in demand or supply, we have no theoretical basis
for interpreting the positive or negative signs of the correlation
coefficients.

The table below shows the relevant cross-correlation coeffi-
cients for the post-June 1980 period, when the time lag between
the dates of reportable export sales and report release was
shorter,

Cross-Correlation Coefficients Between
Weekly Export Sales Information And Daily Price Changes,
June 1980-December 1982

Day of report

cycle Corn Wheat Soybeans
Sales begin 1 0.08237 0.07219 -0.01253
eecseSat.ee. 2 - - -
ceesSUN.... 3 - - -
.e.sMoOn.... 4 -0.00604 -0.08584 ~-0.08961
eessTUCL e 5 -0.05628 -0.01239 0.01780
-..-Wed.... 6 0.12677 0.02743 —0012614
.Sales end. 7 0.05309 ~0.01576 0.07121
seeoFrive.. 8 -0.00773 0.04973 -0.167622
o.ocsatooo‘ 9 - had -
eesesSUN. ... 10 - - -
Report due 11 -0.05291 ~-0.01892 -0.164972
eessTUuE e 12 0.03812 ~0.00097 0.04380
eeeWed.... 13 -0.01524 ~0.03120 -0.06989
Report release 14 0.12044 0.146973 0.172312@
eessPri.... 15 -0.156792 ~0.00618 -0.12327
eeeeSat.... 16 - - -
seseSUN.... 17 - - -
ees.MoOn.... 18 0.06689 ~0.10585 0.04745
eeesTUE.... 19 ~-0.03417 ~0.02392 -0.09856

agignificantly different from 0 with 90 percent confidence.

The results from this period suggest, although perhaps less
strongly, that weekly export sales reports may contain new infor-
mation to which prices responded. Although only corn price
changes following report release (on the first day) were signifi-
cantly correlated with reported export sales data at the 90 per-
cent confidence level, the coefficients for soybeans on the first
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years, Futures contracts have recently been developed for a var-
iety of new commodities and participants. Futures markets affect
all major sectors of the economy, and events in these markets are
felt widely throughout the economy--and the world.

Futures markets have always been vulnerable to threats of
market manipulation and other irresponsible financial practices.
As the size, scope, and importance of grain marketing in general
and futures markets in particular have increased, however, so have
the possible consequences of a market failure and so has the risk
of some event that could substantially harm the industry, and its
participants.

The federal government helps ensure fairness, integrity, and
efficiency in the U.S. grain marketing system primarily through
USDA's export sales reporting system and the market surveillance
and other efforts of CFTC. It is important that these programs
keep pace with the growth in grain marketing and the increased
risks that go with a larger, more important system.
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In addition, the sales reports may contain some information
not previously available to market participants. 1In three of six
instances, price changes following report release are siqgnifi-
cantly correlated with export sales at the 90 percent confidence
level or higher. 1In each of the other three instances, although
significance was not found, at least one correlation coefficient
following report release was close to the level required for sig-
nificance at the 90 percent confidence level. Taken together,
these results suggest that prices generally do not fully adjust to
export sales information until after the weekly export sales re-
port is released. Traders respond in part to reportable export
sales as they are made and as exporting firms hedge these sales.
But once the sales reports are released they appear to reevaluate
their positions and buy and sell grain on the basis of their
reevaluation; in effect, an adjustment of grain prices takes place
on the basis of the new information.

Because the full adjustment of prices to export sales in-
formation does not occur until the sales report is released, our
results also suggest that reducing the time between the end of the
sales period and the release of the report will speed the trans-
formation of export sales information into price changes. There-
fore, the June 1980 changes in the export sales reporting system
have had the desired effect.

To summarize and conclude overall, the U.S. grain marketing
system is an important one. It provides a vehicle through which
large guantities of grain valued in the billions of dollars are
moved from America's farmland to users domestically and overseas.
This system has evolved over the years from one used primarily for
trading grain domestically to the dominant system affecting the
grain trade throughout the world. U.S. grain futures markets--an
important facet of the overall U.S. grain marketing system--have
become the price reference points for world grain marketing.

There is considerable controversy in the United States today
over whether additional regulation is needed to ensure fairness,
inteagrity, and efficiency in the U.S. grain marketing system and
the related futures markets. While this system and these markets
have been operating with relatively little government supervision
for some time, dramatic changes have occurred in the last 10 to 15
years that increase their size, scope, and importance. For exam-
ple, world trade in grain has increased significantly in recent
years. Much more of America's output is moving abroad today as
contrasted with just a few years ago. Additionally, the world has
become much more volatile in terms of such economic factors as
prices, interest rates, and exchange rates. As such volatility
has dramatically increased, so has the need for risk management,
as evidenced by the tremendous growth experienced within the over-
all U.S. futures industry. Futures markets have increased in size
during the last 10 years by more than they did in the previous 100
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APPENDIX I APPENDEX I

TOWARD A DYNAMIC MODEL OF PRICING EFFICIENCY

1 lve estimation of
theoretical relationships spe01fled a iori~-untested but pre-
supposed from experience. Economic theory seldom provides much
aquidance for the estimation of dynamic relationships, since the
structure of leads and lags in the system is seldom explicitly
defined (Bessler and Schrader, 1980), This is the case in model-
ing the dynamic pricing efficiency of the U.S. arain marketing
system, The weak-, semi-strong-, and strong-form-efficiency
models all suaggest different lead and lag structures for market

responses to information. Our methodoloaical approach, therefore,
is oriented toward the empirical estimation of leads and lags
between price changes and export sales information.
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Our study is not a test of overall market efficiency but is,
instead, a test of market efficiency with respect to a particular
piece of information, grain export sales. Chance (1983, 1984)
points out that one can test for partial market efficiency by
using an event study, which examines the effect on prices of a
recurring event that relays relevant information to the market.

Our tests of market efficiency,! based on the event study
methdology, seek to identify the pattern of price responses to
export sales information. Because they are not tests of overall
market efficiency, a complete econometric model of grain futures
markets is not specified.

Our analysis is based on the following assumptions:

--all export sales that required reportinag were, in fact,
being reported under USDA's export sales reporting system;

--little delay occurred between the time these export sales
were made and the time they were reported;

--there was no leakage of export-sales data from USDA before
the export sales reports were released; and

1USDA commented that tests of market efficiency using Fama's
definitions (see p. 87) need to be interpreted with caution since
they assume (1) perfect competition, (2) zero transaction costs,
(3) risk neutrality, (4) constant returns to scale, and (5) the
responsibility of corner optima. Some (Grossman and Stiglitz)
arque that Fama's definitions are invalid because information is
costly and thus prices cannot perfectly reflect the information
available. USDA stated that the methods used in this study are
acceptable, but need to be interpreted with the above caveats.
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METHODOLOGY USED IN ANALYZING PRICING EFFICIENCY

OF THE U.S. GRAIN MARKETING SYSTEM

Dr. Neilson C. Conklin served as a consultant to us during
this review and formulated the methodological approach we used in
this analysis. This appendix provides a technical explanation of
the methodology.

* * *

Those who believe that pricing inefficiency is a problem in
the U.S. grain marketing system (Gilmore, 1981; Burbach, 1976) are
concerned about potential profits accruing from advance informa-
tion about grain export sales. Such returns can exist only if
prices respond to new export sales with some delay. Discovering
how rapidly grain prices respond to export sales information
requires a model capable of capturing the dynamic relationship
between grain export sales and prices.

Economists use a perfectly competitive market as a theoret-
ical benchmark for performance in "real world" markets. The
static efficiency criteria for a perfectly competitive market
require that prices for a commodity vary over time, space, and
form by the costs of storage, transportation, and processing. The
theory of dynamic pricing efficiency is not as well developed as
the static, neoclassical criteria above. The efficient markets
hypothesis, however, points the way toward a dynamic theory of
pricing efficiency. This hypothesis states that prices in an
efficient market must reflect all current information about demand
and supply.

Fama (1970) originally defined three forms of efficiency
under the efficient markets hypothesis:

1. Weak-form efficiency: present prices accurately reflect
information contained in past prices.

2. Semi-strong-form efficiency: present prices accurately
reflect all publicly available information.

3. Strong-form efficiency: present prices accurately
reflect all information, including that held by
"insiders."
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this model is the simple moving average (Fisher and Tanner, 1980),
in which the weights on past observations are all the same. We
used the adaptive expectations models to adjust reported export
sales data for expectations, and then also used a 4-week simple
moving average to substantiate our results.

The adaptive expectations model is based on the concept that
decisionmakers learn from their mistakes. Traders, in this model,
forecast the current period's reported export sales, ESy, by com-
paginq the forecasted sales level for the previous period,

ES m-1, with actual reported sales in that period, ESp_1 (where m
denotes time in weeks), and adjusting for the discrepancy between
last period's forecasted and actual reported sales by some frac-
tion 4. Algebraically, the equation for adaptive expectations can
be expressed as

ES*p= dESp-1+ (1-d) ES*p,_4 (1)

The adaptive expectations model can then be incorporated into
the basic market efficiency model in which the current daily price
changes, P¢-Py.1 (where t denotes time in days) is a stochastic
linear function of export sales information on day t, adjusted for
expectations. This can be expressed as

Py-Pt-1= Bo+B1 (ESp-ES'm)+em  (2)

where eq is the error term and Bpo and By are coefficients. By
substituting for ES' in (2), we obtain

Pt-Pt-1= Bo+B{| (ESm- dESm-1- (1-d)ES*-1)+enm (3)

The adaptive expectations model that yielded (2) can also be used
to express the price change 7 days (one week) ago, Pt-7-Pt-g, as a
function of export sales information on day t-7, again adjusted
for expectations, as follows:

*
Pt-7-Py-g= Bo+Bq (ESp-1-ES'po1) +eq g (4)

By solving (4) for last period's forecast, ES*p-1, and substitut-
ing it into (3), we can express the current daily price change as
a function of the price change that occurred one week (7 days)
previously and the difference between current reported sales
information and similar sales information one week ago:

Pt‘Pt__1=dBO+( 1-d) (Pt_7—Pt_8)+B1 (Esm"ESm_1 )+Vt (5)
where v¢ is an error term.
To evaluate the usefulness of a complex form of adaptive

expectations, we used ordinary least squares to estimate equation
(5) for wheat, corn, and soybeans both before and after June 1980.
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--other factors that influence grain futures prices-~such as
worldwide crop conditions, weather, and political eventsg--
may cause changes in export sales over time but are likely
to be uncorrelated with daily and weekly changes in grain
export sales.

The statistical methods we used--including filtering,
time-series analysis, and cross-correlation analysis--are not
traditional econometric techniques. They do, however, provide
insights into the dynamlc structure of praclng efficiency that
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The complex flow of export sales information makes it
difficult to define a single test of the efficient markets
hypothesis. Therefore, we analyzed separately the relationships
between grain futures price changes and daily reports of large
export sales and the relationships between these price changes and
the weekly reports of total export sales. Our model tested for
evidence that would suggest that grain futures markets do not
efficiently transform new information on export sales into prices
at the "semi-strong" level. That is, we analyzed how efficiently
markets respond to publicly released information. Data
limitations prevent an analysis of the extent to which traders
profit from advance information and, therefore, of strong-form
efficiency.

EXPECTATIONS OF EXPORT SALES

Official reports are not the only source of information about
grain markets and grain export sales. Grain traders evaluate all
kinds of information on a continuous basis by culling information
from official government reports, newspapers, trade publications,
and fellow traders. They use all of this information ("unorga-
nized knowledge") to form their own estimates of export sales ac-
tivity. The release of an export sales report will cause little
market activity or change in prices if its contents do not contra-
dict the expectations of grain traders. Rather, the difference
between the traders' expectations and the contents of a report is
what will cause prices to change. Because expectations are so
important in the grain markets, we recognized the need to adjust
our data on reported new export sales to account for expected
sales,

Modeling traders' expectations realistically is difficult
because the "unorganized knowledge" they use is often unavailable
to the analyst. However, a simple expectations model based on
past values of reported export sales is a feasible alternative.
Many such models of expectations exist. "Adaptive expectations"
(Nerlove, 1958) uses a geometrically weighted moving average of
past values as a measure of expectations. A simpler version of
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adjustment is significnt, the F-test for the equation suggests
that the equation as a whole is insignificant. However, in the
case of wheat after June 1980, the evidence suggests that values
of export sales more than nne period previous are also important
for expectations. Therefore, we used an auto-regressive
integrated moving average model (ARIMA) to adjust wheat export
sales data for expectations in the post-June 1980 period. The
ARIMA procedure is discussed in the statistical methods section
below.

STATISTICAL METHODS

In this study, we used cross-correlation analysis to test for
pricing efficiency. Cross-correlation analysis has been used
previously in the analysis of pricing efficiency in grain and
turkey markets (Garcia, 1981; Bessler and Schrader, 1980). This
technique involves the calculation of correlation coefficients
(measures of the relationship) between two variables, in this case
export sales information and price changes, over a continuum of
leads and lags.

Cross—-correlation analysis requires that both variables
(export sales information and price changes) be free of auto-
correlation (Bessler and Schrader, 1980), since the significance
tests (t-statistics) of correlation coefficients computed between
two auto-correlated series may be overestimated. Thus the removal
of time series properties (trend, cyclical, and seasonal) from the
export sales and prices series is critical. The regular movement
of a variable over time can be eliminated by prefiltering the data
(Box and Jenkins, 1970). A variety of techniques can be used as a
filter, including differencing, ARIMA, and polynomial trend
models. Once the data have been filtered, the differences or
residuals, depending on the type of filter, are used in the cross-
correlation analysis.

Since the market efficiency model uses first differences
between prices and reported export sales, auto-correlation
problems were not expected. This was confirmed by the analysis of
reported export sales data, using the Box-Pierce test (Greenberg
and Webster, 1983, pp. 109-127), which revealed no auto-correla-
tion, except in the case of wheat after June 1980. The presence
of auto-correlation in the first-differenced series of reported
wheat export sales in the later period was not surprising since
wheat in that period was the only commodity that had both a
significant equation and a statistically significant coefficient
of adjustment in the regression analysis reported above. To
properly adjust the wheat export sales after June 1980 for
expectations, and to ensure that the series was free of
auto-correlation, we fit an ARIMA model to the data (see table 2).
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The estimated coefficient of adjustment, 1-d, is the fraction of
the trader's previous error that he or she uses to form current
expectations. If our estimate of 1-d is not significantly dif-
ferent from zero, then we cannot reject the hypothesis that the
true value of 1-d is zero, or in other words, that d4=1. A finding
of d=1 implies that traders expect the current period's sales
report to equal the sales report during the previous period (see
equation (1)). 1In this case it would be appropriate to use the
previous period's sales report, rather than a more complicated
expression, as a proxy for traders' expectations for the current
period.

Only two of the six equations we estimated (wheat and soy-
beans after June 1980) were statistically significant at the 95
percent confidence level, as shown in table 1, below.

Table 1

Regression Results for Adaptive Expectations Model
of Reported Export Sales

R sqguared F t (1-4)

Pre-~June 1980:
Corn 0.0295 2.4949 2.1102
Wheat 0.0019 C.1644 -0.4211
Soybeans 0.0013 0.1074 1.5115

Post-June 1980:
Corn 0.0379 2.4259 0.3532
Wheat 0.0466 3.0093 2.6864
Soybeans 0.0476 3.0276 0.4584

F(df 3,120;¢c=.05) = 2.68
t(120,c=.05) = 1.972

None of the eauations explained more than 5 percent of the total
variation in the dependent variable, daily price change. The
coefficient of adjustment was significantly different from zero
only in two equations: corn in the earlier period and wheat in
the later period. For the other commodities we cannot reject the
hypothesis that 1-d=0 (or that d=1). 1In other words, we cannot
reject the hypothesis that a model in which sales forecasted to be
reported for the current period equals actual reported sales in
the previous period is as suitable as a more complex adaptive
expectations model,

Therefore, for these commodities, we use ESp.1 as a proxy for
ES*m, with the result that the divergence of export sales from
traders' expectations eaquals ESp-ESp-1. We also used this model
for corn in the earlier period because although the coefficient of
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The ARIMA model is identified by examining auto-correlation
and partial auto-correlation functions for the variable in ques-
tion. By examining the patterns in these functions, the analyst
can determine the lag structure that should be included in the
model. Once the lag structure has been determined, an iterative,
non-linear, least-squares procedure (Box and Jenkins, 1970) that
minimizes the sum of the squared residuals is used to obtain para-
meter estimates. Since the procedure must be non-linear because
of the moving average terms, the estimation process begins with an
initial estimate for the parameter values and iterates until it
converges.

Table 2

ARIMA Equation for Reported Wheat Exports

Dependent variable is the first difference of reported weekly
wheat export sales, post-June 1980
Convergence achieved after 4 iterations

Coefficient Standard error T-statistic
MA (2)2 -0.4867983 0.0918856 -5.2978754
AR (1)b -0.6671951 0.0821807 -8.1186341
R-squared 0.302806 Mean of dependent var. 7.391337
Adjusted
R-squared 0.297228 S.D. of dependent var. 489.2286
S.E. of
regression 410.1276 Sum of squared resid. 2.10D+07
Durbin-watson
statistic 1.972773 Log likelihood -943,2887

8Moving average component, lagged two periods.
Auto-regressive component, lagged one period.

The residuals, or the variation in reported wheat exports that
could not be explained using past values of the variable, became
our proxy for expectation-adjusted export sales.

Once the reported export sales and price change series were
found to be random, the correlation coefficients (r) were computed
and tested for significance using a t-test (where t = r/n~+3) on
the statistical analysis system of the Comnet timesharing network
and time series processor on a Compaq microcomputer. Correlation
coefficients were also computed for the reported export sales
series, adjusted for expectations using the 4-week moving average
to substantiate our results.
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COMMODITY FUTURES TRADING COMMISSION
WASHINGTON. D. C. 20681

December 7, 1984

" 018 ¢

OFFICE OF
THE CHAIRMAN

Honorable Charles A. Bowsher

Comptroller General of the
United States

General Accounting Office

441 G Street, N. W,

Washiagton, D, C. 20548

Re: Proposed GAO Report: "Public and Private Controls
Help Ensure Fairness, Integrity and Etficiency in
the U.S. Grain Marketing System.”

Dear Mr. Bowsher:

Thank you for the opportunity to review and comment on the draft report
prepared by your staff and recelved by the CFTC on October 30, 1984. The
draft report is a thorough and accurate description of the cash and futures
grain markets and how they work. This {s a complex area, and the report goes
far In explaining export marketing, pricing, and distribution of U. S. grains and
grain products.

The Commission, however, does offer some revisions and additions for your
consideration in preparing the final document. The suggested minor changes
fall into roughly three classifications—-updating events since the draft was
prepared, technical corrections, and expansion of passages for purposes of
clarification. Enclosed please find an annotated copy of the draft along with
an {tem-by-item list of those changes and some of the reasons for those changes.

Also enclosed for your review are coples of the Commission's follow-up rule
enforcement review of the Chicago Board of Trade's compliance program, a copy and
summary of the Commission's Insider Trading Study and a summary of the Commission's
recent study of soybean trading from August through December 1983 on the Chicago
Board of Trade.

My staft or I would be pleased to discuss any of these comments or the
enclosed materials if further explanation would be helpful.

Sincerely, .
SUSAN M. PHILLIPS

Chairman

Enclosures

GAO note: CFTC's suggested revisions and additiqns were
incorporated in the report as appropriate.
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participation in farm commodity programs, use of farmer-owned reserves,
private stock holdings, crop insurance, and diversification of the farm
enterprise. Second, the report could make use of research results on grain
farmers' marketing strategies (including price-later contracts, forward
contracts, etc.) obtained from 1983 and 1984 ERS Cost of Production Surveys as
indicated in our specific comments. Third, the discussion on limitations of
forward contracting and futures trading (p. 69) needs to be expanded to better
reflect what forward contracts and futures markets can offer and how can they
be used. Fourth, the discussion of options trading needs to be expanded and
be analogous with the treatment of forward contracts and futures markets.
Finally, it is important to note that grain farmers normally do not have equal
access to futures markets as grain merchants for various reasons as indicated
in our specific comments which follow.

[GAO COMMENT: The above comments generally call for
certain information beyond the scope of our review.
Although we would agree that adding such information to
the report might be useful, we do not believe that it is
absolutely essential to the various points we make in the
report. The comment regarding accessibility of futures
markets to farmers is addressed later in the specific
comments that follow.]

SPECIFIC COMMENTS

P. v Although grain sales to countries such as the Soviet Union
first paragraph and China have become more commonplace, it should be noted
that China substantially reduced its grain imports from the
U.S. in 1983/84. For example, China was projected to import
only 0.2 million metric tons of corn from the U.S. in
1983/84, down from more than 2 million in 1982/83. Given
China's new policy of placing greater emphasis on the
marketplace than on central planning for about one-half of
its agricultural commodities, it is quite questionable
whether U.S. grain sales to China will remain as common in
the near future as they used to be. A related example may
be China's imports of U.S. cotton. Several million bales
were imported only a few years ago, while today, they are
self-sufficient. We should be careful in 1inking the now
commonplace sales to the USSR and China with a reduced need
for export sales reporting. These countries are highly
unstable customers and they provide us with only limited
help in forecasting the size of their crops. Thus, there
remain substantial chances for these countries to shock
export markets.

{GAO COMMENT: We never intended to link the now common-
place sales to the USSR and China with a reduced need for
export sales reporting. These comments are recognized

on p. 57 of the report.]

Glossar Change "Expiration of a Contract" to "Expiration of Futures
Expiration of a Contract." In the definition, delete "Grain contracts
Contract last about 18 months."
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United States Foreign Washington, D.C.
Department of Agricultural 20250
Agriculture Service

¢ i
. NOV 29 84

Mr. J. Dexter Peach
Director
Resources, Community, and

Economic Development Division
U.S. General Accounting Office
441 G Street, N.W.
Washington, D.C. 20548

Dear Mr. Peach:

Pursuant to your letter of Oct. 30, 1984, we are pleased to respond to your
draft report entitled, "Public and Private Controls Help Ensure Fairness,
Integrity, and Efficiency in the U.S. Grain Marketing System".

We found the report to be generally well done and contain an excellent review
of tne Export Sales Reporting system. We agree with the conclusion reached
pertaining to pricing efficiency of the U.S. grain marketing system. The U.S.
grain marketing system has been shown to be efficient over and over again by
our own studies and by many others. However, to put things in perspective,
the report should note that the "efficiency" addressed in this report is
limited to market or pricing efficiency in transforming export sales
information into price changes in the futures markets. The "efficiency"
concept does not necessarily apply to other components of the U.S. grain
marketing system, such as handling and storage, transportation, processing,
and feed manufacturing, nor does it necessarily apply to market or pricing
efficiency of the cash markets. This narrowness of scope raises a concern we
have about the title of this report. The title implies too broad an analysis
of the grain marketing system. We suggest that GAO adopt a more informative
title in line with the material covered, such as "Are Tighter Public and
Private Controls Over Export Sales Reporting and Futures Trading Needed to
Ensure Fairness, Integrity, and Pricing Efficiency in the U.S. Grain Marketing
System?"

GAO could also strengtnen its arguments in Chapter 4 against additional
controls over USDA's export sales reporting system, CFTC's regulation of
futures trading, and the grain exchanges by beefing up the section entitled
ggggrtun{t[gs For Farmers to Manage Their Risk. This section is significant

ecause advocates for more controls often fear that foreign entities and/or
large traders, under less stringent reporting requirements and regulation of
futures trading, may unduly profit from hidden sales information at the
expense of otner market participants, especially farmers. First, this report
could expand its discussion of farmers' risk-management opportunities beyond
futures trading, forward contracts, and options trading to include

GAO note: Except as otherwise noted, changes were made to the
final report based on the comments received from USDA.
Also, the page numbers in USDA's comments were changed
to reflect those in the final report.
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P.5
last paragraph

P. 6
Iggf Earagragh

P. N
Tast paragraph

P. 23
Tast sentence of
first paragraph

P. 24
heading of table

APPENDIX III

4

Besides the clearingiouse and margins that distinguis@
futures markets from forward contracts, lumpiness of tie
contract volume associated with futures trading 2.9., 5,000
bushels for each contract in most grain exchanges) is

another important feature that distinguishes the two markets.

Should include rice futures at the Mid-America Commod1i ty
Exchange.

The explanation of the increasing price volatility in
futures trading is a bit weak. Price volatility in tne late
1970's and early 1980's could be caused by the shifts in
Government farm program emphasis, the floating of the
dollar, changing economic conditions, and the increasing
interdependence of U.S. agriculture to the world market that
occurred in the early 1970's.

Change last three words from "quick and superficial" to
"brief and routine with time made available to discuss
specific concerns".

Change heading of table to “Comparison of "Exports” as
reported by Export Sales, Census Bureau and Federal Grain

P. 24
tabTe

P. 24
Table

P. 24
first paragraph

P. 24
L
first paragraph

PP. 27-28

Inspections™.

Change heading of column (3) from “Export Sales" to
"Exports-ESRD".

Also, change figures in 1982-83 lines for corn and soybeans
to:

1) Corn - 48.0, 47.1, 1.9, 46.2, 3.7

2) Soybeans - 25.2, 24.6, 2.4, 24.1, 4.4

Delete third sentence "Export sales.....year".

Change "Nigerian Attache" to "U.S. Agricultural Attache
to Nigeria".

The discussion on "Usefulness of Export Sales Information"
could be more persuasive if the report had compared the
kinds of export information available from other sources,
such as Grain Market News, a weekly AMS report, with the
information in the export sales report. This comparison
would show what data are available in the export sales
system but not available in other widely used data sources
such as the Grain Market News.

This section may understate the importance of tne export
sales report to forecasting. Some exporters, as indicated,
may not use it, but it is very important for many other
private firms and for official USDA forecasts. Typically,
analysts compute the ratio of the season's cumulative
shipments plus outstanding sales to the season's export
forecast. This ratio is then compared with previous years'
ratios to help determine whether the forecast appears high
or low. This technique is widely used in the private sector.
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Glossary Change definition to read: "An agricultural commodity

Option option is a contract that gives the buyer the right but not

T the obligation to buy or sell a futures contract at a
specified price within a specified time period."

P. 1 The statement that "by 1985, 40 percent of U.S. grain

Tast paragraph output will be used overseas" appears to be unrealistically
high. 1f the produce from one in every three harvested
acres is consumed abroad today, are we sure that the
proportion will increase by 7 percentage points in a year?

P, 2 This table includes all grain except rice. What about
TMTustration including rice data also? "Course" should be spelled as
‘coarse".

[GAO COMMENT: This report centers primarily on wheat, corn
(coarse grains), and soybeans. Although rice is mentioned in
the report in a few instances, it was not our intention to
gather and include information relating to rice.]

P. 3 Government policy affects international grain supply via
second paragraph not only embargoes, acreage controls, price supports, but
also changes in tax laws.

P. 4 Reword the sentence "It is weighed..... and a check is

first paragraph issued to the farmer on the same day" to "It is
weighed..... and a check may be issued to..... ",

P. 4 add: "Cash prices depend also on the location and

first paragraph quality of the grain and the current demand for grain within
the delivery area of the country eTevator."

P. 4 The following is proposed in lieu of the present first

second paragraph Paragraph:
'Forward contracts in the market add a time dimension to
cash markets. Forward contracts between local elevators and
farmers are known as cash forward contracts. A cash forward
contract is specific regarding location, quality, and
amount. The difference, however, is that grain ownership is
not transferred on the date the contract is made. In
practice, a farmer may enter into a cash forward contract

with a country elevator before harvest to deliver a portion
or all of his crop. The parties involved may specify a
[delivery time within a given month. The contract may specify a]
fixed price when the grain is delivered or it may provide
for a deferred pricing arrangement. If the contract
contains a deferred pricing arrangement, the seller has an
extended period of time beyond the delivery date to select a
price for the grain. However, the grain must be delivered
during the specified delivery period.”

P. 5 Change to read: "Futures markets and cash markets are
second paragraph  closely related and enable casin market participants

third sentence (producers, middlemen, and commercial users or processors o7V
TTTTTTTTTTTT a comwodicy s cu prutect themselves from future adverse price

movements for the commodity in which they deal.”
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[GAO COMMENT: These comments are addressed.and our response to
them given, beginning on p. 29 of the report.]

P. 32 Change word "know" to "anticipate".
last paragraph

P. 37 Change sentence beginning with "Price distortion..... " to
first paragraph "Price distortion can occur as a result of strikes and
political changes, or actions by traders attempting to
control the available supply".

P. 37 Reference to the Education and Economics unit of the CFTC
could be changed to its new name.

P. 54 Price variability in recent years has made information

First paragraph more valuable, not Tess. When prices were stable in the
1960's, market information was not as valuable because price
changes were slow and small in magnitude. This volatility
in prices should have increased futures market participation
by both hedgers and speculators.

[GAO COMMENT: We agree with the above comments. Although we do
not see their relevance to p. 54, as cited, we believe they are
applicable to and consistent with the discussions beginning on

P. 27 concerning the usefulness of export sales information and
beginning on p. 44 relating to the rapid growth in the futures

industry.]

P. 55 Change sentence beginning with “Some point out..... ", to
first paragraph "To this end, some point out that the system is
Tast sentence important during a period of abundant supplies because it

provides information useful in monitoring and market
analysis by farmers and government."

P. 55 As pointed out earlier, it is questionable that U.S. grain
Tourth paragraph sales to China will remain as commonplace in the near future
as they used to be. The variability is, and will remain,
great. Sales reports can provide information as to the size
of the Soviet and Chinese crops. Such information is
difficult to get directly.

[GAO COMMENT: This comment is recognized on p. 57 of the
report.]

i P. 68 Grain farmers do not have as equal access to futures market

first paragraph as grain merchants because (1) futures trading requires a
minimum volume of trading (mostly 5,000 bushels each

contract) with prespecified quality attributes, (2) it is
not advisable for farmers to hedge 100 percent of their
products due to production risk and quality uncertainity,
and (3) grain merchants trade on margins while producers are
interested in price level because they have a cost of
production to cover.

[GAO COMMENT: Page 68 provides a number of reasons why futures
markets are not as accessible to farmers as they are, perhaps,
to grain merchants. The above comment was added to this
discussion as a footnote on p. 68.]
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[GAO COMMENT: We did not intend to downplay the usefulness

of export sales information. The report, beginning on p. 27,
points out that export sales information is useful--albeit in
varying degrees--to a wide variety of parties including those
responsible for forecasting worldwide supply/demand
conditions. ]

P. 28
third paragraph

P. 28
third and fourth

paragraphs

P. 29
first paragraph

The initial conclusion in the report raises a question

as to whether the Export Sales Reporting (ESR) Division
verification methods are in all cases adequate, in view of
the greatly expanding number of exporting firms and
commodities. The ESR Division performs field reviews and
telephone interviews in a manner that best accomplishes the
objectives of the contacts. The stated purpose of these
contacts is to assure that exporters thoroughly understand
and uniformly interpret reporting regulations, provide a
basis for updating the regulations to conform with trade
practices, provide information not otherwise available,
better analyze and evaluate the data reported, and ijdentify
problem areas needing audit or investigation. Although the
final outcome of each contact is limited by the knowledge
and experience of the interviewer and the amount of time
available for such reviews, we believe that the interviews
are still of sufficient depth to accomplish the objectives
stated above.

Another conclusion in the draft report contains a statement
that suggests that ESR Division documentation may not be
adequate and that OIG may consider verifying the sufficiency
of such documentation. The practice in ESR has always been
to document all exporter phone calls, office visits,
correspondence, and noncompliance with program regulations.
However, only those problems which are deemed significant
are recorded. The problems that are not recorded are those
that, in our opinion, are routine and have little relative
significance to program operations. It would certainly be
counter productive to record all problems or potential
problems, no matter how trivial, with the expectation that
the record may someday be found useful. The Division must
have the flexibility to judge which points are to be
documented and which are not. We have always thought that
it is better to have excessive, rather than insufficient,
documentation, and we think our records will bear this out.
The 0IG is certainly welcome to review our files to
determine whether or not we are keeping sufficient
documentation to properly record the nature of the problems
encountered with individual exporters as suggested in the
report.

Finally, the draft report suggests that the ESR Division may
seek 0IG help as a supplemental means of verifying the
timeliness and accuracy of export sales data. FAS has
always recognized that accurate and timely factual
information is necessary to enable the futures markets to
generate prices which reflect underlying realistic demand
and supply conditions and which respond promptly to changes
in these conditions. Consequently, we have no objection to
a review by 0IG if they deem it necessary and prudent to
verify the timeliness and accuracy of export sales data.
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PP. 79-84 This report could be further strengthened by showing the
cumulative or multiplier effect of export sales reporting on

prices. This may be informative especially in light of the
evidence that the total weekly export sales reports between
January 1977 and June 1980 may contain information to which
prices responded. Also, are there any cross effects of
export sales reporting on prices? For example, is there any
effect of soybean sales reporting on corn price changes?

omments.,

[GAO COMMENT: We are in general agreement with these
8 of our

nnnnnnn hawa hAvenzea as Aa & éap

C
What 1is suggested here, however, was outside the e

review. ]

P. 88 Test of market efficiency using Fama's definitions need
third paragraph to be interpreted with caution since they assume (1) perfect
competition, (2) zero transaction costs, (3) risk neutrality,
(4) constant returns to scale, and (5) the impossibility of
corner optima. Grossman and Stiglitz argue that Fama's
definition is invalid because information is costly and thus
prices cannot perfectly reflect the information available.
The methods used in this study are acceptable, but need to
be interpreted with the above caveats.

! {GAO COMMENT: This comment was included in a footnote on
p. 88 of app. I to the report.]

\
| We appreciate the opportunity to review this draft report.

Sincerely,

s & dsien
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PP. 68-71

APPENDIX III
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GAO should present more recent survey data on grain farmers'
marketing methods including cash marketing, price-later
contracts, forward contracts, etc.

A recent ERS study on marketing methods used by soybean
farmers to establish the price received for their 1982

soybean crop shows the following breakdown in selected

Southern States:

+ Forward : Cash : Price-later
State : contract : market : contract
Percent of sale

Alabama - 100.0 --
Arkansas 17.2 56.7 26.1
Georgia 12.8 81.5 5.7
Louisiana 25.9 74 .1 -
Mississippi 14.5 85.3 .2
North Carolina - 100.0 -
South Carolina - 100.0 -
Tennessee 33.0 33.0 34.0
Virginia 50.0 50.0 --

Source: M. Leath and D. HackTander. "Marketing Methods,
Pricing Arrangements, and Marketing Channels Used by
Southern Soybean Producers in 1982/83". 011 Crops
Outlook and Situation Report. 0CS-6, ERS-USDA.

October 1984, pp. 17-21

In addition, Southeast soybean farmers hedged only 5.4
percent of their 1982 crop on the futures market, 8.1
percent in the Delta, and 6.6 percent in the Appalachian
region. Also, there could be more discussion on other
risk-management strategies not covered in the present draft
report.

[GAO COMMENT: The above comments call for certain information
that goes beyond the scope of our review. Although we would
agree that adding such information to the report might be
useful, we do not believe that it is absolutely essential

to the points we make on pp. 68-71 of the report. The above
data from the Economic Research Service's study on marketing
methods used by soybean farmers are generally consistent

with the discussion in our report.]

The report probably overstates the extent to which options
will be an important risk management tool for farmers. If
they do not use futures, why (as indicated on p. 72) will
they use options more? Options become attractive when risks
of low prices are great, however, when price risks are
great, premiums rise. Many farmers are going to find that
the premiums are too great to give them the price protection
they would like,

[GAO COMMENT: Changes were made to pp. 69 and 72 of the
report to recognize the above comments.]
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N FP NATIONAL FUTURES ASSOCIATION

200 W. MADISON ST*CHICAGO, IL'OO&G'(MZ) 781-1300

January 14, 1985

Mr. William J. Anderson

Director

United States General Accounting Office
General Government Division

Washington, D.C. 20548

Dear Mr. Anderson:

Thank you for allowing National Futures Association ("NFA") the
opportunity to respond to the United States General Accounting
Office ("GAO") draft report which you furnished for our review
and comment. We believe that the report is well-written and
reaches sound conclusions, but, there are certain points which
require updating since some time has passed since you first
spoke with us.

Attached is our revision of the section entitled "NFA: another
means of self-requlation" (Pages 52 and 53). If you have any
questlons or require further information, please call me at
(312)781-1320.

Sincerely,

Aol [(’w calf

Daniel A. Driscoll
Vice President of Compliance

cc: Joseph H. Harrison, Jr. - NFA

Attachment

GAO note: NFA's suggested revisions were incorporated in the
report as appropriate. Also, the page numbers
referred to above were changed to relect those in the
final report.

(097692)
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